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The Tax Court of the United States 
Docket No. 56621 


ARTHUR V. MORGAN and DOROTHY 0. 
MORGAN, Petitioners, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


DOCKET ENTRIES 
1955 
Mar. 3—Petition received and filed. Taxpayer no- 
tified. Fee paid. 


Mar. cmy of eee ed on Come os 
. sel. 


Mar. 3—Request for Circuit hearing in Los An- 
_ geles, Calif. filed by taxpayer. 3/8/d9— 
Granted. 


Apr. omens wer filed by General CaS 


May 3—Copy of answer served on taxpayer— 
‘ Los Angeles, Calif. 


Jun. 25—Motion to withdraw George A. Hart, Jr. 
and M. B. Kambel, as counsel, filed. 
Granted 6/25/56. 


Jun. 25—Entry of appearance of Leonard B. Han- 
kins, as counsel filed. 
1956 
Oct. 19—Hearing set Jan. 7, 1957, Los ene 
Calif. 
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1957 

Jan. 11—Trial had before Judge Atkins on merits. 
Stipulation of Facts with exhibits 1A 
thru 6-F, filed at hearing. Petitioner’s 
brief due 2/25/57, Respondent’s brief due 
0/27/57, Petitioner’s Reply due 4/26/57. 

Feb. 1—Transcript of Hearing 1/11/57 filed. 

Feb. 25—Brief for Petitioner filed. Served 2/25/57. 

Mar. 27—Brief for Respondent filed. Served 
Wy 25/ Os 

Apr. 25—Reply Brief for Petitioner filed. Served 
4/25/57. 

Oct. 17—Findings of Fact and opinion filed. Judge 
Atkins. Decision will be entered for the 
respondent. Served 10/18/57. 

Oct. 17—Decision entered — Judge Atkins. Served 
10/21/57. 

1958 

dan. %T—Petition for review by U. 8S. Court of 
Appeals, 9th Circuit, filed by petitioner. 

Jan. T—Proof of service filed. 

Jan. T—Designation of contents of record on re- 
view with proof of service, thereon. 


[Title of Tax Court and Cause. ] 


PETITION 


The above-named petitioners hereby petition for 
a redetermination of the deficiency set forth by the 
Commissioner of Internal Revenue in his notice of 
deficiency (Ap:LA:AA-EWM 90-D ICA) dated 
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December 6, 1954, and as a basis of their proceed- 
ing allege as follows: 


1; Petitioners are individuals whose principal 
residence is 4400 Myrtle Avenue, Long Beach 7, 
California. The return for the period here involved 
was filed with the Collector of Internal Revenue 
for the Sixth District, Los Angeles, California. 


2. The notice of deficiency was mailed to peti- 
tioners on December 6, 1954. Attached hereto and 
marked Exhibit A is a copy of said notice, together 
with pages 1 and 2 of the statement which accom- 
panied the notice. 


3. ‘The deficiency as determined by the Commis- 
Sioner is in income taxes for the calendar year 
1950 in the amount of $4,076.40, of which $3,952.82 
is in dispute. 


4. The determination of the tax set forth im the 
said notice of deficiency is based upon the follow- 
ing error: 


In determining the tax liability of petitioners for 
the calendar year 1950, the Commissioner errone- 
ously included in the taxable net income of Art 
Morgan Motor Company, a partnership, for the 
period ended December 31, 1950, an amount of 
$15,764.32 in respect of a finance reserve main- 
tained by Farmers and Merchants Bank of Long 
Beach and applicable to said partnership. Upon the 
hasis of the inclusion of said amount in the taxable 
Income of the partnership, the Commissioner erro- 
neously increased the taxable income of petitioners 
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for 1950 by the amount of $11,823.24, being 75% of 
the addition to the partnership’s income in accord- 
ance with petitioners’ 75% interest in the partner- 
ship. 


5. The facts upon which petitioners rely as the 
basis of this proceeding are as follows: 


(a) Art Morgan Motor Company was a partner- 
ship organized January 7, 1950 in which Arthur 
V. Morgan owned a 75% interest. Said partnership 
engaged in the retail automobile business and sold 
automobiles for cash and on conditional sales con- 
tracts. 


(b) During the taxable period ended December 
31, 1950 conditional sales contracts received by said 
partnership were simultaneously assigned at a dis- 
count to Farmers & Merchants Bank of Long 
Beach, California, with recourse. 


(c) The full amount of the discounts was . ex- 
cluded from the income of the partnership; only the 
net amount of cash received on each contract was 
recognized as income. 


(d) The Farmers & Merchants Bank followed a 
practice of setting aside as a “reserve’’ a portion: 
of the amount by which conditional sales contracts: 
were discounted upon assignment, said portion’ 
being subject to possible future payments to ‘the: 
partnership; however, there was no written agree- 
ment obligating the bank so to do, or obligating it! 
to make any payments to the partnership from 
such reserve. 
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(e) It was customary for the bank to make pay- 
ments to Art Morgan Motor Company. in respect of 
this reserve at such times as and to the extent the 
accumulations therein exceeded the sum of 10% of 
contract balances and 100% of delinquent or other 
accounts which might to the bank appear question- 
able. 


(£) Any interest of the partnership in the funds 
represented by such reserve was absolutely con- 
tingent upon the bank receiving collections on the 
eontracts in due course, and no right whatsoever, 
either ultimately or currently, in or to the reserve 
accrued to the partnership prior to the time 
amounts were paid to it by the bank. 


(g) The income tax return of petitioners for the 
year here involved was duly filed on or before 
March 15, 1951 with the Collector of Internal Rev- 
enue, Sixth District, Los Angeles, California. 


(h) The notice of deficiency was mailed as al- 
leged under 2 above. | 


Wherefore, petitioners pray that this Court may 
hear the proceeding and determine that there is no 
deficiency in excess of $123.58 due from petitioners 
for the calendar year 1950. 


/s/ GHORGE A. HART, JR, 
/s/ M. B. KAMBEL, 
Attorneys for Petitioner. 
Of Counsel: 
' BALL, HUNT AND HART. 
Duly, Verified. 
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EXHIBIT “A” 
U. 8S. TREASURY DEPARTMENT 


Internal Revenue Service 
Regional Commissioner 
1250 Subway Terminal Building 
417 South Hill Street 
Los Angeles 13, California 
Dec. 6, 1954 
In Replying Refer to Ap:LA:AA-EWM 90-D 
ICA. 


Mr. Arthur V. Morgan and 
Mrs. Dorothy O. Morgan 
Husband and Wife 

4400 Myrtle Avenue 

Long Beach 7, California 


Dear Mr. and Mrs. Morgan: 


You are advised that the determination of your 
income tax lability for the taxable year ended De- 
cember 31, 1950 discloses a deficiency of $4,676.40, 
as shown in the statement attached. 

In accordance with the provisions of existing im- 
ternal revenue laws, notice is hereby given of the 
deficiency mentioned. 


Within 90 days from the date of the mailing of 
this letter you may file a petition with The Tax 
Court of the United States, at its principal address, 
Washington 4, D. C., for a redetermination of the 
deficiency. In counting the 90 days you may not 
exclude any day unless the 90th day is a Saturday, 
Sunday, or legal holiday in the District of Colum- 
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bia in which event that day is not counted as the 
90th day. Otherwise, Saturdays, Sundays, and legal 
holidays are to be counted in computing the 90-day 
period. 


Should you not desire to file a petition, you are 
requested to execute, in duplicate, the enclosed 
form and forward it to the Assistant Regional 
Commissioner, Appellate, 1250 Subway Terminal 
Building, 417 South Hill Street, Los Angeles 13, 
California. The signing and filing of this form will 
expedite the closing of your return by permitting 
an early assessment of the deficiency, and will pre- 
vent the accumulation of interest, since the interest 
period terminates 30 days after receipt of the 
form, or on the date of assessment, or on the date 
of payment, whichever is earliest. 


Very truly yours, 


T. COLEMAN ANDREWS, 
Commissioner of Internal 
Revenue, 


By H. L. DUCKER, 
Special Assistant, Appellate 
Division. 
Enclosures: 


Statement 
Form 1276 


Agreement Form 
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Ap:LA:AA-EWM 
90D:ICA 
STATEMENT 


Mr. Arthur V. Morgan and 
Mrs. Dorothy O. Morgan 
(Husband and Wife) 

4400 Myrtle Avenue 

Long Beach 7, California 


Tax Liability for the Taxable Year 
Ended December 31, 1950 
Deficiency 
Income Tax....2.4.2020. $4,076.40 

In making this determination of your income tax liability, 
careful consideration has been given to your protest dated May 
19, 1954, and to the statements made at the conferences held 
on September 30, 1954 and October 14, 1954. 

A copy of the letter and a copy of this statement have been 
mailed to your representatives, Mr. M. B. Kambel and Mr. A. C. 
Hauck, Jr., 120 Linden Avenue, Long Beach 2, California, in 
accordance with the authorization contained in the power of 
attorney executed by you. 


Year 1950 
Adjustments to Net Income 
Net income disclosed by the amended return .............. $ 8,656.68 
Unallowable deductions and Additional income: 
(a) Adjustment of partnership income from Art 


Morgan Motor Company === 13,454.49 
(b) Adjustment of interest income ...............:0000 3,663.80 
(c) Disallowance of deduction for note expense .. 798.00 

(d) Disallowance of deduction for interest ex- 
OTS eee oer ieeeneteenestetereeserecenin 1,250.00 

(e) Disallowance of deduction for automobile ex- 
PENSE cisec cdi ceeeececccetsensssesecisscseasestaneesses 875.00 
Total ....03 ee i ee $28,697.97 


Nontaxable income and Additional deductions: 
(f) Adjustment of partnership loss from B&B 
MotOr Sales co.cc. -ccccecccceccteeccece ec 461.30 


Net incomewas TeviS@d ......:...<.2..0c0cs000c000000-.---2 2. $28,236.67 
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Year 1950 (Continued) 
Explanation of Adjustments 
(a) Your partnership income from Art Morgan Motor Com- 
pany is increased $13,454.49. Computation of adjustment is 
shown below: 
Ordinary net income of Art Morgan Motor Company 
partnership as disclosed by the return, Account 


econ cae en nnnnnseteesnnnasasseesasesic- $14,764.37 
Add: 
(1) Income from sales of Conditional Sales Con- 
OS Lo $15,764.32 
(2) Adjustment of deduction for rent .................. 500.00 
(3) Disallowance of purchase deduction for auto- 
ee 1,675.00 
Ordinary net income as revised ................ ce Be «,... $32,703.69 
Sour 75% partnership interest .............--..---.---scc-cccce0- $24,527.77 
Partnership income from Art Morgan Motor Company 
BIMROMRVOUT TEUIIN <....-.-------.-0-ceececesocceseeseeseneseense 11,073.28 
Increase in partnership income ............-----:--css-cesesesee0e0* $13,454.49 


(1) In determining the correct distributable income from 
Art Morgan Motor Company, it is held that the gross selling 
price of the Conditional Sales Contracts, sold to the Farmers 
and Merchants National Bank of Long Beach, California, con- 
stitutes income in the year sold under the provisions of section 
22(a) of the Internal Revenue Code (1939). Further, it is 
held that the amount which you seek to exclude from the part- 
nership’s gross income ($15,764.32) is not a deductible item 
under any provision of the Internal Revenue Code (1939). 


[Endorsed]: T.C.U.S. Filed March 3, 1955. 
[Title of Tax Court and Cause. |] 


ANSWER 


Comes Now the Commissioner of Internal Reve- 
nue, by his attorney, R. P. Hertzog, Acting Chief 
Counsel, Internal Revenue Service, and for answer 
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to the petition filed by the above-named petitioners, 
admits and denies as follows: 


1, 2. Admits the allegations contained in para-- 
graphs 1 and 2 of the petition. 


3. Admits that the deficiency as determined by 
the Commissioner is in income taxes for the calen- 
dar year 1950 in the amount of $4076.40, but denies 
the remaining allegations of paragraph 3 of the 
petition. 


4, Denies the allegations contained in paragraph 
4 of the petition. 


5 (a). Admits the allegations contained in sub- 
paragraph (a) of paragraph 5 of the petition. 


(b) Admits that during the taxable year ended 
December 31, 1950, the partnership assigned and 
sold conditional sales contracts to the Farmers and 
Merchants Bank of Long Beach, California; but 
denies the remaining allegations of subparagraph 
(b) of paragraph 5 of the petition. 


(c) Admits that the partnership did not report 
as income the gross sales price received on the sale 
of conditional sales contracts, but has no informa- 
tion or belief on the matter sufficient to enable him 
to answer the remaining allegations as contained m 
subparagraph (c) of paragraph 5 of the petition 
and henee denies the same. 

(d) Respondent has no information or belief on 


the matter sufficient to enable him to answer the 
allegations of fact, if any, set out in subparagraph 


Comnusstoner of Internal Revenue 13 


(d) of paragraph 5 of the petition and hence denies 
the same. 


(e) Respondent has no information or belief on 
the matter sufficient to enable him to answer the al- 
Jegations of fact, if any, set out in subparagraph 
(e) of paragraph 5 of the petition and hence denies 
the same. 


(f) Denies the allegations contained in subpara- 
graph (f) of paragraph 5 of the petition. 


(¢g) Admits the allegations contained in subpara- 
eraph (g) of paragraph 5 of the petition. 


(h) Admits the allegations contained in subpara- 
eraph (h) of paragraph 5 of the petition. 


6. Denies generally and specifically each and 
every allegation contained in the petition not here- 
inbefore admitted, qualified or denied. 


Wherefore, it is prayed that the determination of 
the Commissioner be sustained. 


/s/ R. P. HERTZOG, REM, 
Acting Chief Counsel, 
Internal Revenue Service. 


Of Counsel: Melvin L. Sears, Regional Counsel, 
EK. C. Crouter, Assistant Regional Counsel, 
R. EH. Maiden, Jr., Special Assistant to the Re- 
gional Counsel, Harold W. Vestermark, Attor- 
neys, Internal Revenue Service. 


[Endorsed]: T.C.U.S. Filed April 29, 1955. 
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STIPULATION OF FACTS 


It is stipulated that the following facts may be 
received in evidence without further proof; pro- 
vided, however, that this stipulation shall be with- 
out prejudice to the right of either party to intro- 
duce other and further evidence not inconsistent 
with the facts stipulated; and provided, further, 
that both parties to this stipulation reserve the 
right to object to the materiality and relevancy of 
any of the facts herein stipulated. 


1. The petitioners are husband and wife resid- 
ing at 4400 Myrtle Avenue, Long Beach, California. 
Their joint income tax return for the calendar year 
1950 was filed with the Collector of Internal Reve- 
nue for the 6th District of California on or before 
March 15, 1951. 


2. Arthur V. Morgan, the petitioner herein, and 
Frank D. Lortscher formed a partnership doing 
business as Art Morgan Motor Company (herein- 
after referred to as the partnership) in Long 
Beach, California, on January 7, 1950. The peti- 
tioner held a 75% interest, and Frank D. Lortscher 
held a 25% interest throughout the taxable period 
in question. 


3. The partnership filed an income tax return 
for the taxable period January 7, 1950, to Decem- 
ber 31, 1950, with the Collector of Internal Revenue 
for the 6th District of California. 
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4. The partnership’s books and records were 
maintained on the accrual basis of accounting. 


9. The partnership was actively engaged in the 
purchase and retail sale of used automobiles. 


6. A large number of automobiles sold by the 
partnership were sold pursuant to conditional sale 
contracts (hereinafter referred to as Contracts or 
Contract), the terms of which are set forth in Ex- 
hibit 1-A attached hereto. Exhibit 1-A is a docu- 
ment with two sides. 


7. In all transactions pertinent herein, the part- 
nership assigned the Contract to the Farmer’s and. 
Merchant’s Bank of Long Beach, California (here- 
inafter referred to as the Bank). 


8. From January 7, 1950, to July 1, 1950, the 
partnership assigned the Contracts to the Bank 
pursuant to both the terms of the assignment cap- 
tioned ‘“‘Seller’s Guaranty and Assignment (With 
Recourse)’’ in Exhibit 1-A and the terms of an 
oral agreement which included the terms set forth 
in paragraph 10 of Exhibit 2-B attached hereto. 


9. From July 1950, and throughout the remain- 
der of the taxable period in question, the partner- 
ship assigned the Contracts to the Bank pursuant 
to both the terms of the assignment captioned 
“Seller’s Warranty of Title and Assignment (With- 
out Recourse)’’ in Exhibit 1-A, and the terms of 
the written agreement, attached hereto as Exhibit 
2-B. 


10. The following example is typical, except for 
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the sums, of the Contracts entered into by the part- 
nership during the taxable period in question: 


1. Cash Purchase Price ......s:csssssscseccsssossocssossoees $2,795.00 
2. Salecmelasaee: = 2 2 eee |. ee 83.85 
3. TotalgGashs Purchase Pricegeee:........1.2..2 2,878.85 
A. Vesseelown-pay ment (ee... ee 1,645.85 
5. Unpaid Cash Purchase Price .............-..:0--- 1,233.00 
Gaevdd: Motor Vehicle [axeeeeee=....3eee 40.00 
Gh Wnpaid Balance ..22-ee eee 2s, eee 1,273.00 
8. Add: Time Price Differential ........00..000....... 143.15 


(Finance Charges or Interest) 


9, “Contract Balance iene $1,416.15 


11. During the taxable period in question, the 
entries to the Reserve Account on the books of the 
Bank were recorded by the partnership in a memo- 
randum account; the partnership did not record 
them in a general ledger account, nor did it reflect 
them in any of its financial statements. 


12. The Bank informed the partnership of en- 
tries to the Reserve Account and periodically sent 
the partnership statements showing the balance in 
the Reserve Account. 


13. During the taxable period in question, some 
of the purchasers in the Contracts which the part- 
nership assigned to the Bank paid off the Contract 
prior to its normal maturity date, and, accordingly, 
under applicable State law, to-wit, Section 2892 of 
the California Civil Code, were not obliged to pay 
the entire sum designated “Time Price Differen- 
tial” in item 7 of Exhibit 1-A, but only a lesser 
sum. In these circumstances the Bank debited 
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the Reserve Account for a portion of the sum that 
was no longer due from the purchaser. 

14. The following schedule shows a) the names 
of some purchasers in conditional sale contracts as- 
signed by the partnership to the Bank, b) the 
amount eredited by the Bank to the Reserve Ac- 
count upon the assignment to it of each of the Con- 
tracts, and ¢) the amount debited by the Bank to 
the Reserve Account upon the payoff by the pur- 
chasers of the Contract prior to its normal maturity 
date: 


(a) (b) (c) 
Credits to Debits to 

Name of Car Reserve Account Reserve Account 

Purchaser Date Amount Date Amount 
Finley 1/21/50 $ 29.90 2/17/50 $ 19.90 
Williams 3/27/50 15.40 6/ 3/50 2.20 
Barker 6/ 1/50 106.00 6/15/50 88.32 
McConnell 5/27/50 49.35 7/20/50 30.00 
Barrett 6/20/50 52.24 6/29/50 52.24 
Welch 4/14/50 84.21 8/10/50 56.01 
Van Meter 7/14/50 50.80 8/16/50 37.53 
Kennedy 8 /2/50 107.57 8/18/50 94.37 
Schuler 8/ 4/50 211.55 8/29/50 153.40 


This schedule is merely illustrative and does not 
set forth every instance during the taxable period 
in question where the Reserve Account was debited 
upon the payoff by the purchasers of the Contract 
prior to its normal maturity date. 


15. During the taxable period in question, the 
eredit balance in the Reserve Account never ex- 
ceeded 10% of the then aggregate unpaid balances 
of the Contracts assigned by the partnership to the 
Bank, and the Bank was not required to, and did 
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not, make any payments to the partnership in pur- 
suance of the terms of the agreement contained in 
paragraph 10 of Exhibit 2-B. 


16. During the taxable period in question, the 
credits to the Reserve Account totaled $16,895.08, 
and the debits thereto totaled $1,130.76, leaving a 
eredit balance of $15,764.32. 


17. ‘he partnership did not report as taxable in- 
come for the period in question any of the credits 
to the Reserve Account or any of the $15,764.32 
credit balance therein; nor did it report any of 
the debits as a deduction. 


18. In determining the deficiency in question, the 
respondent increased the partnership’s taxable in- 
come for the taxable year 1950 by the sum of $15,- 
764.32 representing the credit balance in the Re 
serve Account as of the end of the taxable yeam 
1950. 


19. The partnership did not claim a bad debt 
deduction for the taxable period in question. 


20. The Bank did not give any consideration to 
the fair market value of any Contract in purchas- 
ing it from the partnership. 


21. At all times material herein, the Bank was 
financially sound and able to pay any amount due 
to the partnership. 


22. Attached hereto as Exhibit 3-C is a copy of 
the Partnership return for the taxable year 1950. 


23. Attached hereto as Exhibit 4-D is a copy of 
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the petitioners’ income tax return for the taxable 
year 1950. 

24, Attached hereto as Exhibit 5-E is a copy of 
the Petitioners’ amended income tax return for 
the year 1950. 

25. Attached hereto as Exhibit 6-F' is Section 
2892 of the California Civil Code which was in 
effect throughout the taxable period in question. 


/s/ LEONARD B. HANKINS, 
Counsel for Petitioners. 
/s/ JOHN POTTS BARNES, ECC, 
Chief Counsel, Internal Revenue Service, Counsel 
for Respondent. 


[Endorsed]: T.C.U.S. Filed Jan. 11, 1957. 


29 T. C. No. 9 
Tax Court of the United States 


Arthur V. Morgan and Dorothy O. Morgan, Peti- 
tioners v. Commissioner of Internal Revenue, 
Respondent. 


Docket No. 56621. Filed October 17, 1957. 


FINDINGS OF FACT AND OPINION 

Amounts retained by the purchaser of an auto- 
mohile dealer’s deferred payment contracts and 
eredited to a reserve account on the books of the 
purchaser, held to be accruable income to the dealer 
in the year of sale of the contracts even though the 
amount of the reserve at the close of the year was 
not sufficient to allow the dealer to demand pay- 
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ment of any part thereof. Shoemaker-Nash, Ine, . 
41 B.T.A. 417, and Albert M. Brodsky, 27 T.C. 216, ; 
followed. 

Leonard B. Hankins, Esq., for the petitioners. 

Joseph G. White, Jr., Esq., for the respondent. 

Atkins, Judge: 

The respondent determined a deficiency in income | 
tax for the calendar year 1950 in the amount of! 
$4,076.40. The petitioner Dorothy O. Morgan is a) 
party only by reason of having signed the joint in- 
come tax return for the year 1950. 

The respondent made several adjustments to the 
reported income in determining the deficiency. The 
only issue is whether an automobile dealer partner- 
ship, of which the petitioner Arthur V. Morgan was 
a member, realized income through credits to a re- 
serve account on the books of a bank to which the 
partnership assigned conditional sales contracts. 


Findings of Fact 

Some of the facts were stipulated and as so stipu- 
lated are incorporated herein by this reference. 

The petitioners are husband and wife, residing at 
Long Beach, California. Their joint income tax re- 
turn for the calendar year 1950 was filed with the 
collector of internal revenue for the sixth district of 
California. The petitioner Arthur V. Morgan will 
hereinafter be referred to as the petitioner. 

The petitioner and Frank D. Lortscher formed a 
partnership doing business as Art Morgan Motor 
Company (hereinafter referred to as the partner- 
ship) in Long Beach, California, on January G 
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1950. The petitioner held a 75 percent interest and 
Lortscher held a 25 percent interest. The partner- 
ship kept its books and returned its income on an 
accrual method of accounting. It filed an income tax 
return for the taxable period January 7, 1950 to 
December 31, 1950, with the collector of internal 
revenue for the sixth district of California. 

The partnership was actively engaged in the pur- 
chase and retail sale of used automobiles. A large 
number of automobiles were sold under conditional 
sales contracts. In all such sales the conditional 
sales contracts were simultaneously assigned by the 
partnership to Farmers & Merchants Bank, Long 
Beach, California, hereinafter referred to as the 
bank. 

The forms used in the making of conditional 
sales were furnished by the bank to the partnership. 
In all conditional sales contracts purchasers agreed 
to pay the amount designated therein as the ‘Con- 
tract Balance,’’ which is made up of the several 
items set forth in the example given below. The 
purchaser agreed to pay the amount of the contract 
balance in equal successive monthly installments at 
an office of the bank. The contracts provided that 
title to the car should remain in the dealer until all 
payments were made and all conditions of the con- 
tract were complied with. Two forms of assignment 
were used by the partnership in assigning the con- 
tracts to the bank. Under one form the assignment 
was made “with recourse’”’ and the other was made 
“without recourse.” 

From January 7, 1950 to July 1, 1950 the part- 
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nership assigned contracts to the bank under the 
form which bore the caption ‘‘With Recourse” and | 
from July 1950 until the end of the year it assigned | 
contracts under the form designated “Without Re- 
course.’ Both forms of assignment during the year 
1950 were made subject to an additional agreement 
between the partnership and the bank which con- 
tained the following provisions: 


4. Evidence of registration showing the Bank as 
legal owner must accompany all contracts submitted 
for purchase. 

Te Ge OF st EP 

6. Notwithstanding the fact that the said con- 
tracts have been and will be assigned to Bank by 
Dealer without recourse, Dealer promises and 
agrees to repurchase from Bank contracts, includ- 
ing those executed or assigned on or subsequent to 
July Ist, 1950 on all such repossessed automobiles 
by paying Bank therefor the unpaid balance owing 
on such defaulted contracts, including all sums of 
principal, interest, charges due and to become due, 
and any and all collection and repossession costs, 
less a pro rata rebate of Bank’s unearned charges. 
Dealer hereby waives the provisions of Section 
2845, 2849 and 2850 of the Civil Code of the State 
of California. 
2S GP Ge Se Sy 

10. Bank may retain from the proceeds of each 
contract purchased hereunder, agreed upon 
amounts and the accumulated total of said amounts 
shall be retained by Bank in a Dealer Reserve Ac- 
count as security for any and all obligations of 
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Dealer to Bank, now or hereafter existing. Bank 
agrees, so long as Dealer shall not be in default to 
Bank and remains solvent and in the automobile 
business, to return to Dealer every six months, 
upon request, any amount in said account in excess 
of 10% of the then aggregate unpaid balances of 
said contracts, provided that before any releases 
are made to the Dealer that a 100% reserve is set 
up for all repossessions, skips and past due ac- 
counts which are more than 35 days delinquent. 
If this agreement be terminated or Dealer discon- 
tinues the discounting of contracts, then Bank shall 
retain all funds in said Reserve Account until all 
contracts, purchased by Bank from Dealer shall 
have been paid in full, whereupon, the balance if 
any, shall then be paid to Dealer. 


11. This Agreement may be terminated at any 
time by either party upon notice in writing to the 
other, provided, however, that such termination will 
not impair or effect the liability or obligations of 
Dealer to Bank under this Agreement on account 
of any contract purchased or transaction originated 
prior to the time such notice is given. 


The bank did not give any consideration to the 
fair market value of any contract in purchasing it 
from the partnership. However, the credit of the 
purchaser of the automobile is checked by the bank 
and the sale of the car does not become final until 
the bank approves the credit. 


The following example is typical, except for the 
amounts, of the conditional sales contracts entered 
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into between the partnership and the purchasers of ” 
used cars during the year 1950: 


l. Cash Wurchase Price ................-cccsc- $2,795.00 
2, SSallecumlla xmmee eee ee. 83.85 
3. Total (Gash Purchase Price ._................----..-. 2,0 708ao 
Aliases Down- payne nt see... ee 1,645.85 
5. Unpaid Cash Purchase Price ....................-..- 1,233.00 
6. Add: Moter Vehicle Tax .................-.---00c.- 40.00 
7, “Aiipavoe Balance ae... 1,273.00 
8. Add: Time Price Differential ..........000.022..... 143.15 


(Finance Charges or Interest) 


o Contract Balancemeemeee.............. $1,416.15 


Upon assignment of a contract containing the fig- 
ures in the example above set out the bank would 
immediately pay to the partnership the amount of 
$1,233.00 shown as item 5 and designated ‘“‘Unpaid 
Cash Purchase Price.’’ Item 6 in the amount of 
$40.00, representing motor vehicle tax, would be 
paid by the bank either to the partnership or di- 
rectly to the Department of Motor Vehicles depend- 
ent upon whether the partnership or the bank 
cleared the title to the car. Item 8, designated as 
“Time Price Differential” consisted of finance 
charges or interest, and was variable depending 
upon what the partnership saw fit to charge the 
purchaser. At the time of assignment of contracts 
by the partnership the bank computed its discount 
at an agreed percentage of the ‘‘Contract Balance” 
which, in the above example, is $1,416.15. The rate 
of discount used in 1950 was 4 percent per year. 
In the above example the discount would amount 
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to $70.90 inasmuch as the contract was to run for 
a period of 15 months. In addition to the discount 
the bank made a flat charge of $5 on each assigned 
contract. The bank treated the $5 as earned dis- 
count and the $70.90 as unearned discount. The re- 
mainder of the contract balance not paid over in 
cash to the dealer would be credited to the dealer’s 
reserve account provided for in the above-quoted 
agreement. In the example the difference between 
$75.90, representing the bank’s discount, and the 
$143.15, representing the ‘‘Time Price Differen- 
tial,’’ namely $67.25, is the amount which would he 
so credited. 


The entries in the dealer’s reserve account on the 
books of the bank were recorded by the partnership 
in a memorandum account. The partnership did not 
record such entries in a general ledger account nor 
did it reflect them in any of its financial statements. 
The bank informed the partnership of entries made 
in the reserve account and periodically sent the 
partnership statements showing the balance in such 
account. 


Purposes of the bank in maintaining the dealer’s 
reserve account were to provide security for the 
payment of the assigned contracts and to induce the 
dealer to discount contracts with it. The dealer’s 
purpose in entering into the arrangement with the 
bank was to secure necessary financing for its oper- 
ations. 


During the year 1950 some of the purchasers 
under contracts which the partnership had assigned 
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to the bank paid off the contracts prior to their nor- 
mal maturity dates and accordingly under appliea- 
ble state law* were not obligated to pay the entire 


*Section 2982 of the California Civil Code™ 
(West’s Annotated California Codes, vol. 11) pro= 
vides in part as follows: 

(c) Time price differential; limit. The amount’ 
of the time price differential in any conditional | 
sale contract for the sale of a motor vehicle, with } 
or without accessories, shall not exceed 1 percent of 
the unpaid balance multiplied by the number of 
months, including any excess fraction thereof as | 
one month, elapsing between the date of such con- 
tract and the due date of the last installment, or’ 
twenty-five dollars ($25), whichever is greater, pro- 
vided that such contract may provide for interest 
on any delinquent installment from and after the - 
date of delinqueney, and for reasonable collection 
costs and fees in the event of delinquency. 

(d) Payment before maturity; refund credit. 
Any provision in any conditional sale contract for 
the sale of a motor vehicle to the contrary notwith- 
standing, the buyer may satisfy in full the indebt- 
edness evidenced by such contract at any time be- 
fore the final maturity thereof, and in so satisfying 
such indebtedness shall receive a refund credit 
thereon for such anticipation of payments. The 
amount of such refund shall represent at least as 
great .a proportion of the time price differential, 
after first deducting from such time price differen- 
tial a minimum charge of not to exceed twenty-five 
dollars ($25), as the sum of the periodic time hal- 
anees after the month in which such contract is 
paid in full bears to the sum of all of the periodie 
time balances under the schedule of payments in 
the contract, both sums to be determined according 
to the monthly balances which would result if the 
indebtedness were paid according to the terms of 
the contract; provided, however, that the provi- 
sions of this subsection shall not impair the right 
of the seller or his assignee to receive a minimum 


| 
{ 
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sum designated “Time Price Differential,” but only 
a lesser sum. In these circumstances, the bank deb- 
ited the reserve account for the portion of the sum 
‘that was no longer due from the purchaser. 

In the above example of a 15-month contract, if 
the purchaser paid up the contract in six months, 
the bank would reduce the amount of the time price 
‘differential by the sum of $44.20 of which $22.83 
would be entered in its unearned discount account 
and $21.37 would be charged to the dealer’s reserve 
account. 

The following schedule sets forth, with respect 
to some of the contracts assigned by the partner- 
ship to the bank, the date and amount of the orig- 
inal credits by the bank to the reserve account, and 
the dates and amounts of the debits to such account 
in instances of prepayments by the purchasers of 
Cars: 


Credits to Debits to 
Reserve Account Reserve Account 
Date Amount Date Amount 
1/21/50 $ 29.90 2/17/50 $ 19.90 
3/27/50 15.40 6/ 3/50 2.20 
6/ 1/50 106.00 6/15/50 88.32 
5/27/50 49.35 7/20/50 30.00 
6/20/50 52.24, 6/29/50 52.24 
4/14/50 84.21 8/10/50 56.01 
7/14/50 50.80 8/16/50 37.50 
5/" 2750 107.57 8/18/50 94.37 
8/ 4/50 211555 8/29/50 153.40 


time price differential of twenty-five dollars ($25), 
or to receive interest on delinquent installments or 
reasonable collection costs and fees, as provided in 
Subsection (c) of this section; and provided fur- 
ther, that where the amount of such refund credit 
would be less than one dollar ($1), no refund need 
be made. 
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The above schedule is merely illustrative and does 
not set forth all instances where prepayments were 
made by purchasers. 

In determining whether a dealer was entitled to 
withdraw any amount from the reserve account the 
bank deducted from the amount of the reserve the 
full amount of the partnership’s recourse lability 
on any delinquent accounts and repossessions. Dur- 
ing the year 1950 the credit balance im the reserve 
account of the Art Morgan Motor Company, re- 
duced on account of delinquencies and reposses- 
sions, never exceeded 10 per cent of the aggregate 
unpaid balances of the contracts that had been as- 
signed by the partnership to the bank. The part- 
nership was not entitled to receive and the bank 
was not required to make, and did not make, any 
payments to the partnership in pursuance of the 
terms of the agreement in paragraph 10 of the 
agreement above quoted. At all times material the 
bank was financially sound and was able to pay any 
amount due to the partnership. 

During the taxable year the credits to the reserve 
account totaled $16,895.08, and the debits thereto 
totaled $1,130.76, leaving a eredit balance of $15,- 
764.32 at the end of the year. 

The partnership did not report as income for 
the period in question any of the eredits to the 
reserve account or any of the $15,764.32 credit bal- 
ance therein; nor did it report any of the debts as 
a deduction. The partnership did not claim a bad 
debt deduction for the taxable year in question. 

In determining the deficiency, the respondent in- 
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ereased the partnership’s income for the taxable 
year 1950 by the sum of $15,764.32, representing 
the credit balance in the reserve account as of the 
end of the taxable period 1950, and as a conse- 
quence increased the petitioner’s distributive share 
of the income of the partnership. The respondent 
also held that the $15,764.32 item did not constitute 
a deductible item to the partnership under any pro- 
vision of the Internal Revenue Code of 1939. 


Opinion 

The sole question presented is whether the 
amount of the credit balance in the dealer’s reserve 
account on the books of the bank at the end of the 
taxable period constituted gross income to the 
dealer partnership in that period. 

When the partnership sold an automobile under 
a conditional sales contract, the purchaser obligated 
nimself to pay in installments over a specified time 
a contract balance which included not only the sell- 
ing price of the car (after deducting the down pay- 
ment) but a time price differential composed of 
finance charges or interest. The partnership then 
assigned to the bank ail its right, title and interest 
in the contract, including its security interest in 
the automobile. The bank immediately paid the 
partnership an amount equal to the remaining un- 
paid purchase price of the car and credited the re- 
mainder of the contract balance, after subtracting 
its discount (which consisted of a fiat charge and 
a percentage of the contract balance), to the deal- 
er’s reserve account. ‘The partnership, in consid- 
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eration of such credit, guaranteed full performanee 
of the sales contract. It would become liable ag 
guarantor in the case of any defaults. In the case 
of any repossessions by the bank, the bank was to 
deliver the repossessed cars to the partnership and 
the partnership agreed to repurchase the contracts 
on all such repossessed automobiles by paying the 
bank the unpaid balance owing on the defaulted 
contracts, including all sums of principal, interest, 
charges due and to become due, less a pro rata re- 
bate of the bank’s unearned charges. 

The partnership had the right to receive, every 
six months, upon its request, any amount in the 
reserve account in excess of ten percent of the then 
aggregate unpaid balance of contracts. Upon termi- 
nation of the agreement between the partnership — 
and the bank, the partnership was entitled to re- 
ceive the amount of the reserve at such time as all 
contracts were paid in full. 

The respondent has determined that the total 
credit balance in the dealer’s reserve account as of 
the end of the taxable period constituted income to — 
the partnership. This was the partnership’s first 
taxable period and the total amount of the reserve 
at the end of the period therefore represented the 
net addition thereto. Under similar circumstances 
we have held, in a number of cases involving tax- 
payers who maintain their books and return their 
income on an accrual method of accounting, that 
this treatment is correct. Shoemaker-Nash, Ine., 41 
B.T.A. 417; Albert M. Brodsky, 27 T.C. 216; Texas 
Trailercoach, Inc., 27 T.C. 575 (now on appeal 
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C.A. 5); and West Pontiac, Inc., 27 T.C. 749 (now 
on appeal C.A. 5). 

The petitioners contend that our prior cases were 
not correctly decided, but alternatively contend that 
the instant case is factually distinguishable from 
such prior cases. They contend that there was not 
an unqualified obligation on the part of the bank to 
pay the partnership the full amount credited to the 
dealer’s reserve, since, under the law of California, 
the purchaser of an automobile has a right, upon 
the satisfaction of his contract prior to maturity, to 
a rebate (or to be relieved of payment) of a portion 
of the time price differential, in which case a debit 
is made to the dealer’s reserve account of a propor- 
tionate part of such time price differential. They 
claim that the credit is nothing more than a book- 
keeping entry of an amount which may at some 
time become payable, that it is a mere potential la- 
bility (apparently of the bank), and that since the 
amount payable has not become fixed it is not prop- 
erly aceruable. They also contend, apparently alter- 
natively, that the arrangement between the partner- 
ship and the bank is in the nature of a joint ven- 
ture in which the parties are to share the time price 
differential when “earned.’’ 

The agreement between the partnership and the 
hank does not specifically deal with the liabilities of 
the parties in the event of the satisfaction of a pur- 
chaser’s liability prior to maturity of his obliga- 
tion, but the testimony is that in such a case the 
reserve is debited in the amount of a portion of the 
time price differential. 
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We see no essential difference between this case 
and those which we have previously decided. Here, 
as in such previous eases, the reserve was designed 
to protect the finance company and the amount 
therein at any particular time could redound to the 
partnership’s benefit through discharge of its guar- 
anty obligations to the bank. Here aiso the amount 
of the reserve in excess of a percentage of the ag- 
gregate unpaid contract balances is payable to the 
partnership and the pattnership is entitled to the 
entire balance in the reserve if and when all the 
contracts are paid in full. Under these cireum- 
stances, we think the partnership’s right to receive 
the net amount of the addition to the reserve dur- 
ing the taxable period became fixed, requiring its 
accrual by the partnership, under the principle of 
Spring City Foundry Co. v. Commissioner, 292 
U.S. 182. The case of Albert M. Brodsky, supra, is 
closely in point, since there the dealer’s reserve was 
made up of credits representing the difference be- 
tween the bank’s discount rate and the “contract 
carrying charge,’’ which in this case is ealled the 
“time price differential.”’ 

We do not agree with the petitioners that the 
arrangement between the partnership and the bank 
was in the nature of a joint venture in which each 
was to share in the time price differential as 1t was 
“earned.’’ Actually the bank was making a specifié 
charge and its income from the transaction was 
limited to that amount. As we view the relationship: 
between the partnership and the bank, the bank 
undertook an obligation to satisfy the full amount 
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of the contract balance, less its discount consisting 
of its specific charge and a percentage of the total 
contract balance. It satisfied that obligation by pay- 
ment immediately of the remaining unpaid selling 
price of the car in cash to the partnership and by 
setting up a reserve for the balance. The amounts 
eredited to the reserve were payable to or on behalf 
of the partnership in the manner described above. 
The obligation of the bank to the partnership was 
an accrued liability at that time. The mere fact that 
payment of the portion that went into the reserve 
account was postponed does not affect its accruabil- 
ity in the year in which the credit was made. And 
the possibility that subsequent prepayments by pur- 
chasers of ears would reduce the amount in the 
reserve does not affect the accruability since such 
reduction would be the consequenee of a condition 
subsequent. 

The petitioners contend that if the respondent’s 
determination is approved the result is that they 
Will be taxed on income which they may never re- 
ceive. However, since the reserve as of the end of 
the taxable period has been reduced on account of 
prepayments of contracts during the period, it is 
clear that insofar as those contracts are concerned 
the petitioners will not be taxed on income which 
they will never receive. Furthermore, if any of the 
other contracts are prepaid during the next taxable 
year, debits on account thereof will serve to offset 
otherwise taxable income represented by credits to 
the reserve account. 

If the partnership sustains losses on account of 
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its guaranty of contracts, the question then becomes 
one of deduction which is not involved in this pro- 
ceeding. Spring City Foundry Co. v. Commissioner, 
supra. 

The petitioners rely upon Johnson v. Commis- 
sioner (C. A. 4), 233 F. 2d 952, which reversed our 
decision in Blaine Johnson, 25 T.C. 123. However, 
here, as In our previous cases cited above, with due 
deference to the Court of Appeals for the Fourth 
Circuit, we feel compelled to adhere to our previous 
decisions. 


Decision will be entered for the respondent. 


Served and Entered Oct. 18, 1957. 


Tax Court of the United States 
Washington 


Docket No. 56621 


ARTHUR V. MORGAN and DOROTHY QO. 
MORGAN, Petitioners, 
VS. 


COMMISSIONER OF INTERNAL REVENUHE, 
Respondent. 


DECISION 


Pursuant to the determination of the Court, as 
set forth in its Findings of Fact and Opinion, fle 
October 17, 1957, it is 


Ordered and Decided: That there is a deficiency 
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in income tax for the calendar year 1950 in the 
amount of $4,076.40. 


Entered Oct. 17, 1957. 


[Seal] /s/ CRAIG 8. ATKINS, 
Judge. 


Served and Entered Oct. 21, 1957. 


[Title of Tax Court and Cause. | 


PETITION FOR REVIEW OF DECISION 
OF TAX COURT 


Comes now petitioners Arthur V. Morgan and 
Dorothy O. Morgan, and respectfully petitions for 
a review of the decision of the Tax Court rendered 
in the above entitled matter, and respectfully 
alleges: 

Jes 

The above entitled proceeding involves the peti- 

tioners’ income taxes for the year 1950. | 


The controversy relates primarily to the question 
of whether amounts credited to a dealer’s reserve 
account by the finance company acquiring condi- 
tional sales contracts covering the sale of automo- 
biles by assignment with recourse from taxpayer, 
an accrual basis automobile dealer, and which cred- 
its were subject to reduction pursuant to state law 
when a contract was paid off prior to maturity and 
also subject to reduction for repossession losses and 
where such credits were not an absolute liability of 
the finance company to the dealer and where the 
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dealer had no present right to receive money from 


the bank equal to these credits, or to receive any® 


amount of money as a result of these credits during 
the taxable year in question, taxable as income to 
him in the years in which the contracts are as- 
signed to the finance company or in the year in 
which these eredits, if any, become payable to him 


— 


under the terms of the agreement between taxpayer ~ 


and the finance company. 

It was the decision of the Tax Court herein thag¢ 
these credits to the dealer’s reserve account on the 
books of the finance company that purchased the 
conditional sales contract were accruable as income 
to the dealer in the year of the sale of the contracts 
even though the amount of the reserve at the close 
of the year was not sufficient to allow the dealer to 
demand payment of any part thereof. It is the con- 
tention of the petitioners that these credits to the 
reserve account which represent a portion of the 
unearned interest are not income to the petitioners 
until there is some payment due petitioners under 
the terms of the agreement between the dealer and 
the finance company. 

. 

The review is sought before the United States 

Circuit Court of Appeals for the Ninth Circuit. 


EET: 

The petitioners at all times herein mentioned 
have resided and now reside in the County of Los 
Angeles, State of California; that they filed their 
income tax return for the year involved with the 
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Collector of Internal Revenue at Los Angeles, Sixth 
District of California. 


That the place where petitioner resides, and the 
place where the office of said Collector (now Di- 
rector) of Internal Revenue at Los Angeles is lo- 
eated is within the Circuit of the United States 
Court of Appeals for the Ninth Circuit, and said 
Court is the Court having jurisdiction of a review 
of the decision of the Tax Court herein under the 
provisions of Internal Revenue Code, Section 7482. 


That the decision of the Tax Court was entered 
herein on October 17, 1957; that the time for filing 
a Petition for Review will expire January 17, 1958 
(IRC 7483). 


Wherefore, your petitioners pray that a review 
be had of the decision of the Tax Court rendered in 
the above entitled matter, and that upon such re- 
view said decision be reversed. 


Respectfully submitted, 


/s/ LEONARD B. HANKINS, 
Attorney for Petitioners. 


Affidavit of Mailing Attached. 
[indorsed]: T.C.U.S. Filed Jan. 7, 1958. 
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NOTICE OF FILING OF PETITION 
FOR REVIEW 


To: Nelson P. Rose, Chief Counsel, Internal Reve- 
nue Service: 


You are hereby notified that on January 3, 1958, 
Arthur V. Morgan, and Dorothy O. Morgan, the 
petitioners herein, filed a Petition for Review of 
the Decision of the Tax Court heretofore rendered 
herein. There is delivered to you herewith a copy 
of the Petition filed. 


Dated: January 3, 1958. 


/s/ LEONARD B. HANKINS, 
Attorney for Petitioners. 


Acknowledgment of Service Attached. 
[Endorsed]: 'T.C.U.S. Filed Jan. 7, 1958. 


[Title of Tax Court and Cause. ] 


CERTIFICATE 


J, Howard P. Locke, Clerk of the Tax Court of 
the United States, do hereby certify that the fore- 
going documents, 1 to 19, inclusive, constitute and 
are all of the original papers on file in my office as 
called for by the ‘‘Designation of Contents of Ree- 
ord on Review”, including Joint exhibits 1-A thru 
6-F', attached to the Stipulation of Facts, in the 
case before the Tax Court of the United States 
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docketed at the above number and in which the 
petitioners in the Tax Court have filed a petition 
for review as above numbered and entitled, together 
with a true copy of the docket entries in said Tax 
Court case as the same appear in the official docket 
book in my office. 


In testimony whereof, I hereunto set my hand 
and affix the seal of the Tax Court of the United 
States, at Washington, in the District of Columbia, 
this 20th day of January, 1958. 


[Seal] /3/ HOWARD P. LOCKE, 
Clerk, Tax Court of the 
United States. 


In the Tax Court of the United States 
Docket No. 56621 
ARTHUR V. MORGAN, et al., Petitioners, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


TRANSCRIPT OF PROCEEDINGS 


Federal Building, Los Angeles, California, Fri- 
day, J anuary 11, 1957. 

The above-entitled matter came on for hearing, 
pursuant to notice, at 10:45 o’clock a.m. 

Before: Honorable Craig S. Atkins. 

Appearances: Leonard B. Hankins, Esq., appear- 


40 Arthur V. Morgan, et al., vs. 


ing on behalf of Petitioners. Joseph G. White, ap-. 
pearing on behalf of Respondent. [1]* 


Proceedings 

The Clerk: Docket No. 56621, Arthur V. Mor- 
gan. State your appearances, please, gentlemen. 

Mr. Hankins: Leonard B. Hankins, for the Peti- 
tioner. 

Mr. White: Joseph White, for the Respondent. 
Ready for trial. 

Mr. Hankins: Ready for trial. 

The Court: Mr. Hankins, do you have an open- 
ing statement ? 

Mr. Hankins: Yes, sir. 


Opening Statement on Behalf of Petitioners 

Mr. Hankins: Your Honor, this is an income tax 
ease in which a single and familiar issue is pre- 
sented. This issue 1s whether the portion of the 
finance charges which were unearned and credited 
by the Farmers & Merchants Bank of Long Beach, 
California, to whom conditional sales contracts 
were transferred by the Art Morgan Motor Com? 
pany, a partnership, was income to the partnership 
in the year during which these charges were cred- 
ited to the dealer’s finance reserve by the bank or 
was the income from this, if any, to be included im 
the year in which the sum became payable to the 
partnership, pursuant to terms agreeable between 
the bank and the partnership. 


* Page numbers appearing at top of page of Reporter’s Tran- 
script of Record. 
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| Most of the facts will be stipulated between [3] 
Petitioners and Respondent. Arthur V. Morgan, 
the petitioner here and Frank D. Lortscher formed 
2 partnership doing business as Art Morgan Motor 
Company in Long Beach, California, on January 
7th, 1950. 

The petitioner held a 75 per cent interest and 
Serank lLortscher held a 25 per cent interest 
throughout the taxable period in question. 

The partnership was actively engaged in the pur- 
chase and retail sales of used automobiles. The 
partnership’s books and records were maintained 
on the acerual basis of accounting. 

A large number of automobiles sold on condi- 
tional sales contracts, and in order to finance these 
sales, the partnership assigned the contracts to the 
Farmers & Merchants Bank of Long Beach, Cali- 
fornia. 

From January 7, 1950, to July 1, 1950, the part- 
nership assigned the contracts to the bank pursuant 
to both the terms of the assignment on the bank of 
the conditional sales contracts under the caption 
“without recourse,’ and pursuant to certain terms 
of an oral agreement between the partnership and 
the bank. 

From July and throughout the remainder of the 
taxable period in question, the partnership assigned 
two partnership contracts to the bank pursuant to 
terms on the reverse side of the conditional sales 
contract under the [4] caption ‘‘without recourse,”’ 
and pursuant to the terms of a written agreement 
Which will be stipulated in evidence. 


42 Arthur V. Morgan, et al., vs. 


When a conditional sales contract was assigned 
to the bank, the bank would in most cases pay to 
the dealer the unpaid cash purchase price of the 
automobile. In other eases, if the unpaid cash price 
was in excess of the amount of which the hank 
would normally loan on the automobile, the bank 
would withhold the balance of the unpaid purchase 
price over the amount the bank would loan on the 
automobile. This withhold would be placed in ae@ 
count security by the bank and would be released 
by the bank when the contract was paid down a 
sufficient amount which the hank deemed necessary 
for security. The bank then split up the finanee 
charges on its books, a portion of which was cred- 
ited to the bank under “earned discount.’’ 

Another portion credited to a special reserve for 
losses, and the remaining portion of the reserve 
was credited to the Art Morgan dealers finance re= 
serve account. The portion credited to the dealers 
finance reserve account was not subject to with- 
drawal by the dealers, but instead there were other 
computations made by the bank in order to deter= 
mine what portion, if any, the dealer was entitled 
to have paid to him, any money represented by the 
dealers finance reserve account. Ultimate payment 
by the bank of any of these dealers finance re 
serves was in consideration [5] for the dealers 
guaranteeing the paper, the computations in order 
to determine the amount available and payable to 
the dealer every six months was in essence as fol 
lows: 
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The Court: May I interrupt you a moment, sir? 

I want to speak to counsel off the record. 
(Discussion off the record.) 

The Court: On the record. 

Mr. Hankins: The bank would compute the ac- 
eount and eredit to the dealer’s finance reserve ac- 
count that portion of the finance charge of each 
contract which it added to the dealer’s finance re- 
serve and subtracted all deductions to this reserve 
account because of pay-offs of the conditional sales 
contract prior to maturity date by which the bank 
Was obligated under California law to reduce the 
total amount of the finance charges collectible. 

To this remaining balance of the dealers finance 
reserve account was then subtracted the balance of 
each contract which was past due for more than 
thirty-five days. The bank then computed the un- 
paid balances of all conditional sales contracts as- 
signed by the dealer to the bank and if 10 per cent 
of these unpaid balances was less than the sum 
total of the dealer’s finance reserve as adjusted 
above, then that balance was due and payable to the 
dealer. If the 10 per cent was greater, then nothing 
was payable to the dealer. 

The portion of the finance charges which was [6] 
originally allocated to the dealer’s finance reserve 
account is always subject to readjustment, and re- 
ductions therein accordingly reduced where condt- 
tional sales contracts were paid off prior to their 
maturity date. This adjustment for reduction in 
finance charges were made pursuant to the provi- 
sions of California law. 
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When the original finance charge was computed, 
reduced as computed, is reduced to the automohile: 
purchaser a portion of the reduction used to de- 
crease the bank’s portion of its unearned discount 
and the remainder used to reduce the dealer por 
tion of the reserve account during the taxable pe- 
riod in question. 

The credits to the Art Morgan dealer’s finance 
reserve account totaled $16,895.08; reductions to= 
taled $1,130.76, leaving a credit balance of $15; 
764.32. 

During the taxable year in question, the credit 
balance of the reserve account never exceeded 10 
per cent of this unpaid balance of the contracts as- 
signed by the partnership to the bank and the bank 
was not required to do, and did not make any pay- 
ment to the partnership pursuant to the terms of 
their agreement. 

The partnership did not report as taxable income 
for the period in question any of their credits to the 
reserve account or any of the balance in the reserve 
account remaining after certain reductions in the 
account were made [7] by the bank, nor did the 
partnership report any reduction in the reserve 
account in its income tax return. 

The applicable State law which requires a dedue- 
tion of total finance charges originally appearing on 
conditional sales contracts is Section 2892 of the 
California Civil Code. 

This concludes the petitioner’s opening state- 
ment, your Honor. 
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Opening Statement on Behalf of the Respondent 


Mr. White: In the beginning, your Honor, I 
would like to state that the assignment of the con- 
tracts from the period January 7, 1950, to July 1, 
1950, was subject to the assignment in Exhibit 1-A, 
entitled “‘with recourse,’’ and also subject to oral 
agreement which incorporated Paragraph 10 of Ex- 
hMibit 2-B. I think counsel for the petitioner inad- 
vertently stated it was an assignment labeled ‘‘ with- 
out recourse.”’ 

As stated by counsel for the petitioner, this is a 
rather old and frequently occurring issue, the ques- 
tion of whether these credits to a dealer’s finance 
reserve are income to the dealer—by dealer, we 
mean the automobile dealer at the time the bank 
eredits this account — or whether the dealer, even 
though he is on the accrual basis, can wait until the 
bank makes a cash payment to him before reporting 
this as income. [8] 

The Tax Court has held in favor of the respond- 
ent that it is taxable income to the dealer on accrual 
basis at the time the eredit is made to the account. 

Lhere is a long line of cases in that regard, first 
Of all the Blaine Johnson case which was 25 TC 
123 


Mr. Hankins: Your Honor, I object. This seems 
to be argument which should be in brief rather 
than facts in the case. 

Mr. White: I am doing this, your Honor, to help 
you follow the testimony which will come. I am not 
attempting to argue, but I do want the Court to 
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know what the picture is. I am not going into con- 
troversy except to state that they exist. 

With your permission, the Blaine Johnson case 
is one where the Tax Court held for the Respondent 
and the Fourth Circuit reversed and held for the 
taxpayer. 

In addition to the Blaine Johnson ease, there 
have been numerous cases in the T'ax Court, one of 
which is the Albert M. Brodsky case, a recent case 
in 27 TC, which again held for the Government, 
calling attention to the Fourth Circuit as to that 
previous opinion, this position was again taken by 
the Tax Court. 

To help your Honor follow the testimony which 
we will have this morning, I will first submit, with 
permission of counsel, the stipulation of facts to- 
gether with exhibits [9] attached. I might add that 
there are three exhibits not yet attached. They aré 
income tax returns we haven’t had time to photo- 
stat. We will do that as quickly as we can and mail 
them to Washington. 

The Court: Very well. The stipulation will be 
received. 

Mr. White: IT think it will help your Honor if 
you would turn to Paragraph 10 of that stipulation 
and at that point you will see a paragraph whieh 
is in controversy this morning and there will be 
some terminology there which will be used often 
this morning and which we might as well aequaint 
ourselves with at the moment. 

Paragraph 10 sets forth as a typical example, a 
section of the conditional sales contract employed 
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by this partnership, the Art Morgan Motor Com- 
pany. 

The Court: Paragraph 10? 

Mr. White: Paragraph 10 on page 3 of the 
stipulation. You will notice, your Honor, the first 
item is ‘cash purchase price.’’ There is added to 
that the sales tax and then the total is shown below 
that. Item 4 is the down payment. That down pay- 
ment is subtracted from Item 3 and we have the 
unpaid cash purchase price. To that is added the 
motor vehicle tax, another total is brought down. 
Now, at this point we have reached one item which 
will be discussed often this morning, that is the 
unpaid balance which is Item [10] No. 7. 

In this example 1s $1,273.00. 

The next item which will be spoken of often is 
miem No. 8, referred to as “time price differential,” 
Which is another term for finance charge of the 
interest which the purchaser agrees to pay on this 
conditional sales contract. 

The items prior thereto would be the cost of the 
automohile, the insurance and the taxes, such as the 
Motor Vehicle tax, but at this point we reach for 
the first time the finance charge or interest which he 
agrees to pay. 

The Court: Now, is that the profit that the com- 
pany makes out of this? 

Mr. White: That will be the interest. It is not 
the profit that the dealer makes. 

The Court: What is the name of the bank? 

Mr. White: Merchants—Farmers & Merchants 
Bank. 
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The Court: Farmers & Merchants Bank. Now, 
as I understand these notes—are these discounted 
or not? 

Mr. White: We will reach that in a moment. 

The Court: But, in any event, that interest rep- 
resents a part of the income of the bank? 

Mr. White: The bank will earn a part of that 
I think I had better go on to explain at this point 
the contract is between the purchaser of the auto- 
mobile and the dealer. The bank hasn’t entered at 
this point. The dealer and the purchaser execute 
this conditional sales contract, which contains [11] 
these terms and, as I say, Item 7 is the unpaid hal- 
ance to which is added the finance charge or inter- 
est called herein “time price differential.” 

Another total is drawn and we have a contract 
balance that, again, is a crucial item in the testi- 
mony this morning. The dealer, then, takes this 
conditional sales contract to the bank—and when- 
ever we refer to “bank’’ here, we mean the Farmers 
& Merchants Bank of Long Beach—where this con 
vact is discounted by the bank, for example, the 
bank will discount at the rate of four and a halé 
per cent for $100.00 in the contract balance. In that 
eontract balance the bank will pay four and a hale 
per cent as its discount. 

I think that answers your question, your Honor, 
at this point, the hank takes out, so to speak, what 
it intends to earn on this contract. 

The Court: That is four and a half per cent of 
what figure ? 

Mr. White: Roughly—let’s say the contract hal- 
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ance. In addition to that— and here is a erucial 
credit question — let me correct myself. After de- 
ducting the discount from this contract balance 
which is the last item, No. 9, you will have a sum, 
for example it might be a thousand dollars. The 
bank does not pay the $1,000 in cash to the dealer, 
it withholds from that $1,000 a certain sum which 
we [12] refer to here as the dealer’s finance reserve 
eredit. That particular sum the bank eredits to this 
account which has various names, I think here we 
eall it the reserve account, and as explained by the 
petitioner’s counsel, as the eredit balance in that 
reserve account reaches a certain level the bank will 
then pay in cash to the dealer a certain sum de- 
pending on the sum that is left in the reserve 
account. 

Now, here is where we reach argument. The peti- 
tioner’s contention is: When the bank is crediting 
to this reserve a portion of Item No. 8 which refers 
to finance charge or time price differential, the 
Government contends that the bank credits to the 
Mescrve a portion of the eontract balance and that 
It is a xelatively insignificant with the time price 
differential. The bank is going to credit a certain 
amount to that reserve regardless of how much the 
time price differential is. 

At this point we reach argument, and testimony 
will be taken this morning from the hank and I 
helieve also from the petitioner, Mr. Morgan, to 
determine what was the procedure in the year in 
question. 

I might add, while talking about the year in 
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question, that the partnership period here is Janu- 
ary 7, 1950, to December 31, 1950. The taxpayer's 
year is a calendar year, 1950, so his income in ques- 
tion is for the partnership period ending December 
31, 1950. It falls in that same year, [13] the tam 
payers, husband and wife. 


I might add also to this point, again to clarify, 
that the reserve account which the bank sets up on 
its books is, in the opinion of the respondent, secu- 
rity, so that in case there is a default on some con 
tract which the bank has purchased from the dealer 
and the dealer cannot make good its guarantee to 
the bank, the bank has this reserve which it can 
resort to as security; in such an instance the bank 
would debit that reserve or perhaps first seek direct 
payment from the dealer, and I suppose it would 
prefer direct payment so that the reserve would be 
kept at the high level. 


A second instance in which that reserve might be 
debited is where a purchaser on this contract pays 
off the contract prior to that—prior to the maturity. 
Under State law, he is not required to pay that 
entire finance charge or time price differential, he 
pays a lesser sum. There will then be, in that im- 
stance, a lesser sum to be collected by the bank he- 
cause of reduction in the finance charges. The hank 
will then debit the dealer’s reserve, but it is for the 
entire amount or a portion, which will be brought 
out in testimony. 


And then another, a third method in which that 
account is debited is if the credit balance reaches a 
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certain level where the bank is obliged to and does 
make a cash payment to the dealer. [14] 

In some of the cases which have come before the 
Tax Court, the respondent has placed in income 
of the dealer the credits to this reserve and allowed 
a reduction for the appropriate debits. In the 
instant case, the respondent has, instead of plac- 
ing all credit in income, it has merely placed the 
eredit balance at the end of the year in the income 
from the dealer in the instant case. That credit 
balance is approximately $15,000. 

In similar cases an issue of the deduction for 
bad debt has been injected. We need not reach 
it in this case, insofar as no deduction for bad 
debt was, for the taxable period in question, made 
for the partnership. 

Your Honor, that concludes the respondent’s 
opening statement. 

The Court: Very well. 

Mr. Hankins: The petitioner would like to call 
for its first witness Mr. Russell H. Simpson. 


RUSSELL H. SIMPSON 
called as a witness for and on behalf of the Peti- 
tioner, having been first duly sworn, was exam- 
ined and testified as follows: 
The Clerk: Be seated, please, and state your 
full name. 
The Witness: Russell H. Simpson. [15] 


Direct Examination 
Q. (By Mr. Hankins): Mr. Simpson, what is 
your present occupation? 
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(Testimony of Russell H. Simpson.) 

A. I am assistant cashier with the Farmers §& | 
Merchants Bank. 

Q. How long have you been with the Farmers. 
& Merchants Bank? A. Twelve years. 

Q. You were with the Farmers & Merchants. 
Bank, then, in 1950? A. Right. 

Q@. Prior to that time? A. Yes, 

Q. Do you know the procedures used by the 
bank in purchasing conditional sales contracts from 
used car dealers? memes Lo, 

Q. Was the procedure used in purchasing these 
conditional sales contracts from used car dealers 
the same for all dealers who had conditional sales 
contracts assigned to the bank? A. Yes. 

@. Were you acquainted with the operations of 
Mr.—strike that. 

Are you acquainted with the Art Morgan Motor 
Company partnership? [16] A. Yes. 

Q. And did the Art Morgan Motor Company 
assign any conditional sales contracts to the Farm- 
ers & Merchants Bank in 1950? 

A. Yes, they did. 

Q. Does the bank still have any of the copies 
of conditional sales contracts which were assigned 
by the Art Morgan Motor Company to the Farmers 
& Merchants Bank during the year 1950? 

A. No, they do not. 

Q. What generally does the bank do with those 
conditional sales contracts? 

A. We have only one copy and that is the orig= 
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(Festimony of Russell H. Simpson.) 
inal. When the account is paid out, the original 
is returned to the purchaser. 

®. Then, you don’t have any of those records? 

A. Only the ledger card which would recite the 
obligation of the contract. 

Mr. Hankins: We have stipulated in evidence 
the conditional sales contract, and I would like to 
eall that to the attention of the witness. 

Q@. Mr. Simpson, I direct your attention to this 
conditional sales contract, which has been stipulated 
in evidence as Exhibit 1-A, and I would also like 
to direct your attention to Paragraph 10, showing 
a typical transaction [17] setting forth sums which 
might appear on a conditional sales contract. 

The Court: That is in the stipulation of facts? 

Mr. Hankins: Yes, sir. 

Q. (By Mr. Hankins): Directing your atten- 
tion to the—to both of those exhibits, when a con- 
tract written on a conditional sales contract, such 
as Exhibit 1-A thereon of which the sums set forth 
in the stipulation of fact in Paragraph 10 appear 
and this contract covered the sale of used cars by 
Art Morgan Motor Company, and this contract was 
assigned by the Art Morgan Motor Company to 
the Farmers & Merchants Bank: Can you state 
how much money was paid on that contract to the 
Art Morgan Motor Company at the time the con- 
tract was assigned to the bank? A. Yes. 

Q. Would you state that amount, please? 

me. $1233, 

Q. Now I will direct your attention to Para- 
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(Testimony of Russell H. Simpson.) . 
graph 10, line 8, and assuming the same factual 
situation that I gave you previously, under the 
two documents and the same figures appearing on 
both, could you state how much or how the bank 
handled the $143.15? A. Yes. 

Q. Would you describe the procedures used by 
the bank [18] in handling that amount? 

A. We would arrive at a charge determined by 
the rate that we were charging the dealer and 
would take that charge and subtract it from the 
time price differential here on line 7—on line 8, 
and credit the balance to the dealer’s reserve ac- 
count. 

@. Have you made a breakdown of these figures, 
the computations that the bank makes, for this 
$143.15? A. Yes, J have. 

Q. What is the breakdown that you have com- 
puted ? 

A. The bank charges would be $75.90 and there 
would be credited to the dealer’s account $67.25, to 
the dealer’s reserve account. 

The Court: Would that be the total charge that 
you would be making on this whole transaction? 

The Witness: For the bank charges? 

The Court: The bank charges would be that 
figure you just gave? 

The Witness: That is correct, seventy-five ninety. 
That would be the total charge. 

Mr. White: And the portion to the dealer was 
how much? 

The Witness: $67.25. 
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(Testimony of Russell H. Simpson.) 

Q. (By Mr. Hankins): Then, Mr. Simpson, I 
believe in taking your time [19] price differential, 
that you stated the bank would then make these 
allocations on its book, seventy-five ninety to the 
bank’s share and the dealer’s share $67.25 of the 
$143.15 ? A. Correct. 

Q. Now, to what account in the bank is this 
eredited ? 

A. Seventy dollars and ninety cents would be 
eharged to unearned discount. 

@. Seventy dollars and ninety cenis? 

A. Right, five dollars would be charged to 
earned discount. 

@. And the dealer’s. share, what account was 
that charged to? 

A. Deposited to the Art Morgan Motor Com- 
pany’s reserve account. 

The Court: That would be credit, wouldn’t it? 

The Witness: Credit, that’s right. 

@. (By Mr. Hankins): In other words, the 
$143.15 was split up, $70.90 to the bank under 
unearned discount, $5.00 to the bank as earned dis- 
count, and $67.25 to the dealer’s finance reserve 
account; is that right? A. That’s nght. 

Q. Were any of these contracts paid off prior 
to maturity ? A. Yes. [20] 

Q. About what length of time, generally, were 
contracts paid off? 

A. Any time during the life of the contract. 
“'Q. Any time during the life of the contract. 
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(Testimony of Russell H. Simpson.) 
Could this contract have been paid off after six 
payments? A. Yes. 

Q. If this contract had been paid off after six 
payments, would the bank make any adjustments + 
in its records? A. Yes. 

Q. What, generally, would the bank do then if 
it was paid off in five months, which is prior toy 
the maturity of the contract, say, running fifteen | 
months? 

A. We would refund the unearned portion ‘of — 
the time sales markup. 

Q. Assuming that this contract was a fifteen- 
month contract and it was paid off in six months, , 
have you made any computations to show what ad-_ 
justments the bank would have made to its records?’ 

A. Yes, I have. 

@. What are those? 

A. There would be a refund of unearned charges 
in the amount of $44.20. 

Q. $44.20. That would be a reduction in this 
time price differential? A. Correct. [21] 

Q. What else does the bank do? 

A. Since the bank has refunded charges it had! 
previously collected, they can split up that refund! 
between that portion of the refund that the bank: 
would charge itself and that portion that they 
would charge to the dealer’s reserve account. 

@. Have you made the computations of what’ 
figures would be represented? 

A. Yes. In this particular case, $21.37 would! 


(Testimony of Russell H. Simpson.) 
have been charged to the dealer’s reserve account 
and $22.83 to the bank unearned discount. 

Q. Then, in essence, if this contract is paid off 
prior to its maturity date, then you would make 
a reduction to the purchaser of $44.20? 

A. That’s nght. 

Q. You would then lose of the original unearned 
discount of $70.90, you would lose $22.83, the bank 
would? A, That’s right. 

The Court: That means you would have earned 
that much less than you originally thought you 
would earn? 

The Witness: Right. 

' Q. (By My. Hankins): Then the dealer would 
lose, or his earnings would be $21.37 less than the 
original share? A. That’s right. [22] 

| Q. Now, Mr. Simpson, in handling these con- 
tracts at the bank, the dealer brings them in to 
you and you split up these reserves in this man- 
ner, as you have pointed out here. Would you 
ever take more of this contract for your unearned 
discount than is shown on the time price differen- 
tial jine of the contract? 

A. That would not be possible. 

Q. It wouldn’t be possible? A. No. 

Q. In other words, the dealer, then, would al- 
Ways have some share of this time price differen- 
tial? A. That’s right. 

Q. Is this $67.25 that you put over into this 
dealer’s reserve account, is that subject to the 
dealer’s withdrawal immediately ? 
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(Testimony of Russell H. Simpson.) 

A. The dealer has no control over that account 
whatever. 

@. Well, the dealer—the dealer ultimately gets 
the full $67.25? 

A. It is possible for him to get that $67.25, but 
you would never be able to tie it down to any one 
payment. 

The Court: Isn’t it true that if the contract 
went on to maturity and it. was paid regularly, that 
in effect the dealer would get that in a particular 
case ? 

The Witness: It’s possible, except I think it 
would [23] be more proper to say, the question 
being asked by counsel, that 1s equity in his reserve 
account. 

The Court: In other words, what you are say- 
ing is: He doesn’t get a specific amount from spe- 
cific contracts, it is a matter of reserve, but my 
point was that if all contracts went on to maturity, 
certainly the fact is that in every case he would 
eventually get that amount? 

The Witness: All paid out at maturity and not 
before. 

Q. (By Mr. Hankins): In essence, then, you 
take your time price differential and the dealer 
and bank shares in that? A. That’s right. 

Q. The $67.25 that you originally put over there, 
is that represented by cash? 

A. No, that is merely a book entry. 

Q. Merely a book entry? A. That’s right. 

@. Then, in order to allow the dealer to with- 
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draw anything under his contract, what subsequent 
computations does the bank make in order to de- 
termine what, if anything, is payable to the dealer 
out of an account in which these items are accumu- 
lated ? 

A. The bank predetermines a percentage of the 
dealer’s contingent liability, that is to say, if all 
the [24] dealer’s contracts totaled a million dol- 
lars, the bank would want a 10 per cent reserve. 
The bank would refund to the dealer anything in 
excess of that 10 per cent reserve after deducting 
from the reserve all those accounts which had more 
than one payment past due or unpaid reposses- 
sions. 

Q. In other words, this original $67.25 of the 
time price differential which you put into the 
dealer’s finance reserve account is subject to other 
computations before you can determine what, if 
any, portion of this is due the dealer; is that right? 

A. Correct. 

@. It is subject to any reductions of pay-offs? 

A. Right. 

@. Writing the balance down in the credit side 
of the dealer’s reserve account by each debit to 
the account as a result of pay-offs? A, hight 

Q. Then, assuming that our dealer’s reserve ac- 
count at the end of the year was $15,764.32, then if 
this figure, plus your balance of the contracts on 
which more than one payment is past due, is in 
excess of the 10 per cent of this outstanding con- 
tract balances, then would you pay him any money? 
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A. May I answer that with an explanation; 
rather? 

Actually, what we do is: We would take 100 per 
[25] cent reserve on all delinquent accounts, plus 
100 per cent reserve on all unpaid repossessions, 
and subtract it from the amount of the reserve, so 
if we raised that figure of $10,000, for example, 
say that $10,000 figure 

The Court: What $10,000 figure? 

The Witness: Let’s say that is his dealer’s re 
serve. 

The Court: That’s 10 per cent of the contract 
balance? 

The Witness: Correct. Let’s raise that. Let’s 
say he has a contingent hahbility and has 10 per 
eent reserve of $10,000—— 

Mr. White: 10 per cent would be a hundred 
thousand, 

The Witness: A hundred thousand. Let’s raise 
that hundred thousand to a hundred and five thou- 
sand for the purpose of 

The Court: You raise that to a hundred and five 
thousand ? 

The Witness: He has built up an equity in his 
reserve and finally got five thousand above his 10 
per cent 

Q. (By Mr. Hankins): 10 per cent is 

A. He has 5 per cent. Ordinarily that would be 
available to him from his reserve account, except 
for the fact that—let’s say we have $6,000 worth 
of delinquent [26] accounts and another $3,000 
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worth of repossessions, that would be $8,000. That 
would reduce his reserve down to $97,000 and he 
wouldn’t be able to withdraw any of his reserve. 

The Court: I am a little confused here. I fol- 
lowed you very well to this point. As J understand 
it, in the example, $15,764.32 is a sum to be eredit 
balance in the dealer’s reserve? 

The Witness: Right. 

The Court: Now, am I correct in my assump- 
tion that if that figure at a particular date—what 
is it, at the end of the year or periodic? 

The Witness: Any date. 

The Court: On any date the dealer wants to 
withdraw—draw down whatever he made, he is 
permitted to draw down the excess of that amount 
represented in this case by the fifteen-thousand-odd 
dollars over 10 per cent of the bank reserve, that 
is, 10 per cent of the outstanding contract balances; 
is that right? 

The Witness: That is correct up to that point. 

The Court: All right. Now, can you explain 
further now about this other matter that I speak 
of? Let me also ask you this: When you said 
that if there are any accounts in default, did I 
understand you to say when there are accounts in 
default the full amount of that particular account 
Is [27] subtracted from that $15,000? 

The Witness: Correct. 

Whe Court: And what clse might ever be sub- 
tracted from the $15,000 reserve? 

The Witness: Any unpaid repossessions. Re- 
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possessions that the bank has returned to the dealer 
for payment which has not yet been received by 
the bank. 

The Court: Who repossesses? 

The Witness: The bank. 

The Court: The bank repossesses? 

The Witness: Yes. 

The Court: Does the bank sell those ears, re- 
se]]—— 

The Witness: No, we return them to the dealer 
under his recourse agreement with the bank. 

The Court: That means you are going to—the 
bank will collect nothing more on the original con- 
tract with the purchaser? 

The Witness: That’s right. 

The Court: And whatever you have advanced, 
you will expect to get back from the dealer; is that 
right? 

The Witness: Correct. 

The Court: And until that is paid to you by the 
dealer, do you subtract that from that credit bal- 
ance, the dealer’s credit balance of $15,000? 

The Witness: Right. [28] 

The Court: Isn’t that easier, an easier explana- 
tion than this matter of adding five thousand dol 
lars over here, or is that something different again? 

The Witness: No, sir, that is just‘an example. 

The Court: And that is the same point you are 
trying to make, that I brought out? 

The Witness: Yes, sir. 

Q. (By Mr. Hankins): Well, then, assuming 
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that the outstanding balances at any one date was 
$100,000 on these contracts assigned by the dealer 
to the bank, and that all of its 35-day accounts, 
overcharges for repossessions, and so forth, 
amounted to $3,000 on that particular date, then 
you would take 10 per cent of this figure right here, 
or $10,000 and you would add $3,000 to that figure 
and come up with $13,000 which you would com- 
pare then with the $15,000 in the reserve, and if 
those were the conditions, then would the dealer 
be allowed to draw down the balance in excess of 
the $13,000? 

A. Yes, he would be allowed to draw down any- 
thing in excess of 10 per cent of his contingent lia- 
bility. 

Q. This is assuming that his outstanding con- 
tracts, contingent liability is $100,000, this is 10 per 
cent you stated that you would add all accounts on 
which there was one payment past due? 

A. We would deduct those accounts on which 
there was [29] more than one payment past due 
from his reserve. 

Q. That is what I am doing over here 

A. And pay him the excess over 10 per cent on 
that figure. 

Q. Then, this figure then is never subject to his 
immediate withdrawal? 
~The Court: What figure is that? 

‘Mr. Hankins: The $67.25 when it goes into his 
reserve account. 

The Witness: No. 
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Q. (By Mr. Hankins): But the total of all 
figures that go into his reserve account, you make 
subsequent computations of, taking 10 per cent of 
outstanding balances, add to that all the contrac 
accounts over 35 days past due, and if he has any 
excess, he has a right to receive that; is that cor 
rect? A. Right. 

The Court: Now, there is one point I would 
hike cleared up on the record. 

You say 10 per cent of the total of contract bal 
ances ? 

The Witness: Yes. 

The Court: For exampie, in the example stipu- 
lation, it would be 10 per cent of line 9 in the ex- 
ample, namely, $1416.05. [30] 

Now, in the example that has been referred to 
by counsel of a million dollars outstanding of the 
coniract balances, I understand you take 10 per 
eent of that, namely, $100,000 and what would you 
call that figure, the $100,000? 

The Witness: A reserve account. 

The Court: That is a reserve account that the 
bank sets up. Now, do you provide—do you pro- 
ceed further in the computation and take 10 per 
cent of that? 

The Witness: May I explain it this way: That 
portion, $67.25 up in the dealer’s reserve account 
gradually builds to a 10 per cent reserve, and that 
would be 10 per cent of the contingent liability 
sum total of all the contract balances of which 
have been assigned to us. 
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The Court: Off the record for just a moment. 
(Discussion off the record.) 

The Court: On the record. 

Q. (By Mr. Hankins): At the time these con- 
macts are assigned to you, do you pick up the total 
xf the unpaid or the total of the contract balance 
m your books as accounts receivable at that time? 

A. Yes, we do. 

Q. Then, what is your offsetting interest to your 
sontracts receivable, assuming that the contract was 
wssigned to you and contained the identical figures 
which we have in [381] the stipulation? 

A. On the debit side of the ledger contracts re- 
seivable would be a figure of $1233 even. There 
vould be a cashier’s check for $40 sent to the De- 
partment of Motor Vehicles. 

Q. Cash, $40,—— 

A. There would be credited to the unearned dis- 
count $70.90-—$75.90, there would be a credit to the 
lealer’s reserve account of $67.25. 

Now, we have an error in where it says “accounts 
receivable,’ that would be ‘‘cash to the dealer,’’ 
$1233. 

The Court: That is debit on the books 

The Witness: Those amounts would make up 
the contract balance which would be—you would 
call it accounts receivable. 

Q. (By Mr. Hankins): Then you would have 
accounts receivable A. $1416. 

The Court: $1416.05. 

Q. (By Mr. Hankins): Then, upon assignment 
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of this contract to the bank, you would pick up 
on the bank records contracts receivable of $1416.05 
—15 cents, and your offsetting credits, you would 
pay the dealer $1233 in cash and you pay the De» 
partment of Motor Vehicles $40, and then, in your 
unearned discount [32] you would place $75.90, and 
into the dealer’s reserve account $67.25? 

Ae Thatis«comeck 

The Court: When does the five dollars go into: 
the earned 

The Witness: That is only when we buy the con-: 
tract. 77 
The Court: In other words, that figure $75.90! 
represents both earned and unearned discount? 

The Witness: Yes. 

The Court: Very well. 

Mr. White: May I interrupt? I don’t believe the 
debits and credits are equal. I see, I am sorry. 

Q. (By Mr. Hankins): Now, Mr. Sea 
when you make your computation at the bank to 
see whether the dealer is entitled to any money, do 
you look at the total of this contract balance which’ 
is represented by our typical example of $1416.15 | 
in order to arrive at a total amount on which you 
would compute your 10 per cent for determining » 
how much might be available out of the dealer's” 
finance reserve to the dealer? A. Yes; we do. 

Q. Well, then, assuming that you added all of” 
the contract balance which had been assigned to you: 
by the Art Morgan Motor Company and those hal’ 
ances equaled one million [33] dollars and you 
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otaled up all of the accounts that were past for 
more than thirty-five days and the total of those 
uch accounts totaled $3,000 and the balance in the 
idealer’s reserve account at that particular instance 
jwas $15,764.32, would the dealer be entitled to re- 
‘ecive any money from you? A... 2No: 


@. Then, in the way you computed this, you 
would have taken your million dollars of contracts 
joutstanding, and take 10 per cent of that which 
would be $100,000 and compare that with the $15,- 
764.32, and the dealer’s reserve, less than $3,000 of 
over thirty-five-day accounts, leaving $12,000 and 
‘since the $12,000 is less than the hundred thousand, 
he is not entitled to any money? 


A. That’s correct. 


Q. Now assuming that these contract balances 
‘that have been assigned to the dealer were to equal 
$100,000, the dealer’s finance reserve is still $15,- 
764.32, and the over thirty-five-day delinquent ac- 
count is $3,000, then would he be entitled to receive 
any money? 

A. Entitled to receive $2764. 


Q. The way you compute that, then, is to take 
your $100,000 of contract balances, take 10 per cent 
of that, $10,000, and compare that with the $15,000 
less $3,000 which leaves a balance of $12,000, and 
since that $2,764.32 is in excess of 10 per cent of 
the contract balance, he is entitled [34] to draw 
down the $2,764.32? tiwe That's night 


The Court: As I understand it, that is true at 
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any particular time that the dealer cares to pull itf 
down ? | 

The Witness: That’s right. 

The Court: If he does have a favorable balance?) 

The Witness: Right. 

The Court: As a matter of fact, how do they 
do it? Every month? 

The Witness: It varies with various companies, / 
one large finance company every month, one large¥ 
bank that I know of every month, and in our bank 
we do it on their request. 

The Court: Wes | 

Q. (By Mx. Hankins): Mr. Simpson, you men- | 
tioned in your testimony that there was no money) 
represented by the credits to the dealer’s finance 
reserve, for example — or $67.25, that was only a 
bookkeeping entry on your books. What, if any- 
thing, must happen before the dealer would ever be 
entitled to receive any of this money in his dealer’s 
finance reserve ? 

A. There would have to be some collected bal 
ances reduced, money received. 

Q. In other words, the contract balance must be 
reduced? [35] A, That’s right. 

Q). Before, wnder your contract with him the 
sum of these would never exceed the 10 per cent! 
limitation which you have with the Art Morgan 
Motor Company ? A. That’s rising 

The Court: That is the sum of all the speeifie 
dealer’s share items that are put in reserve account 
for the dealer on the individual account. That is 
the trouble, when you are looking at a blackboard, 
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tyou say “‘this,’’ and it is hard to determine from 

‘the record what you mean. 

om @. (By Mr. Hankins): In essence, then, Mr. 
Simpson, this is merely a first allocation of $67.25, 
that is merely a bookkeeping record in the bank to 
determine what ultimately under your contract may 
‘be paid to the dealer; is that right? 

A. That is correct. 

Q. My. Simpson, assuming from our typical ex- 
ample that you have set forth in Paragraph 10 of 
tne stipulation of fact that the blue book value of 
that car at the time it was assigned, the contract 
Was assigned to you, was $1,000, would you in that 
ease give Mr. Morgan $1233? 
|) A. No, we would not. | 

@. What would you do at that time with the 
contract ? 

A. We would probably put in a separate with- 
hold account called “Art Morgan Motor Company 
‘Withhold Account,’’ [36] the excess there of $233 
over the blue book value of a thousand. 

The Court: Now, the purchaser would still he 
Obligated to pay to the bank the $1233, plus the 
other charges? 

The Witness: That’s right. 

The Court: But since the car had a value of 
only a thousand, you would not pay to the dealer 
the full amount? 

The Witness: That’s right. 

The Court: But only the amount that you fig- 
ured the car was worth, but then I assume if it is 
paid out, you would pay that over; is that the idea? 
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The Witness: That is correct. As the account 
was paid down within the limit, we would refund! 
some money out of the withhold account to they 
dealer. 

Q. (By Mr. Hankins): Then, in essence, this ig 
a security account for the bank on that account? 

A. You could eall it that, yes. 

Q. And if these were the facts, the contract 
under unpaid cash balance of $1233, the value of 
the car $1,000, you wouldn’t get around it another) 
way by saying ‘‘we want all of this time price dif- 
ferential, plus some of the unpaid balance’’; would 
you? [387] 

Mr. White: Your Honor, I have been allowing 
considerable leading, but at this point counsel is 
putting words right into the mouth of the witness. 

The Court: Mr. Hankins, would you rephrase 
your question ? 

Q. (By Mr. Hankins): Mr. Simpson, assumé 
these are the facts, that the unpaid balance, unpaid 
cash balance of $1233, the value is $1,000. Is there: 
any other way you would handle this contract be- | 
sides taking the $233 and putting it into the deals 
er’s withhold account? : 

A. No, not unless we rejected the contract en- 
tirely. 

Q. Mr. Simpson, do you know the purpose of 
the bank in setting up this dealer’s finance reserve | 
account credits which they have in the so-called 
dealer’s reserve? 

A. Yes, I know the reason. Wy 

Q. What is their purpose in doing that? 
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A. To further secure the bank against the deal- 
er’s guarantee to the contract, secure the dealer, the 
‘dealer guarantees a given account — say a million 

dollars in paper, in such case we want further re- 
serve. The dealer is going to guarantee the contracts, 
the is going to charge a rate where he can get that 
contract, the bank sets a rate of 5 per cent for the 
dealer and the dealer may charge 8 per cent, the 
“difference going into the reserve account and we 
keep [38] control of the reserve account. 

Mr. White: Would the reporter read that back, 

‘please? 
: (Record read.) 
. Q. (By Mr. Hankins): Does the dealer guar- 
‘antee all the paper assigned to you? A. Yes. 

Q. Then, in part for that guarantee, then, of 
those accounts you make this type of arrangement 
with him where you will let him share in some of 
the dealer’s finance reserve 

Mr. White: Your Honor, I object to the phrase 
“sharing in the dealer’s finance reserve.’’ I wish 
counsel would ask the witness a question and let 
him give a yes or no answer. 

_ The Court: Mr. Hankins, I suppose that is 
probably a conclusion. 

Q@. (By Mr. Hankins): Mr. Simpson, do you 
know whether or not the purpose in setting up this 

dealer’s reserve account for the dealer is for the 
purpose of getting the dealer to guarantee the 
paper to the bank? A: Yes, I know. 

Q. Would you state whether it is or not for 
that [39] purpose, the purpose of securing the 
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guarantee by the bank of the paper which is as- 
signed by the dealer to the bank? 

A. I would say it is one of the reasons. 

The Court: At the same time, the bank did have - 
the security of the car itself, did it? 

The Witness: That’s right. 

Q. (By Mr. Hankins): When these accounts» 
were assigned by the dealer to you or to the bank, | 
did the bank check the credit references of the 
purchaser ? A. Yes. | 

Q. Did the bank ever reject any sales assign- 
ment of contracts to the bank? 

A. Yes, we have. 

Myr. Hankins: You may cross examine. 

The Court: It might be well to take a short 
recess before cross examination. 

We will recess for hinch for one hour. 

(Thereupon a recess was taken at 12:30 p.m. 
to reconvene at 1:30 p.m. of the same day.) 


After Recess, 1:30 p.m. 


RUSSELL Be SiIMiPson 
resumed the stand, pursuant to recess, and testified 
further as follows: 


Cross Examination 
Q. (By Mr. White): Mr. Simpson, in your dt 
rect examination, you testified that the procedure 
used in the case of the Art Morgan Motor Company 
was the same as that used for all automobile 
dealers. 
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With that thought in mind, was the conditional 
sales contract the same form of contract? 
m A. Yes. 
| Q. And the contract which is in evidence as 
WExhibit 2-B, was that the same form of contract— 
I will show you Exhibit 2-B. 
: A. Standard form, standard dealer agreement 
What we use. 
| @. In discounting conditional sales contracts or 
purchasing them from these other dealers, do you 
know if any time the sum which was credited to 
‘that dealer’s reserve account was based on the un- 
eid balance shown on the sales contract, the con- 
‘ditional sales contract? 
A. The best I can answer that is: We would fig- 
‘ure the charge, the bank charge on the contract, on 
the contract [41] balance. 

Q. By ‘“‘the bank charge,” you mean the dis- 
count? Pee hat’s rrcht. 
, Q. Now referring to the eredit which is a sum 
entered into the reserve account of the particular 
‘dealer, do you know if in the case of some dealers 
the bank would credit a sum which is based on the 
“unpaid balance on the particular conditional sales 
contract being purchased from that dealer? 
: Item 7, if you care to look at it, is labeled ‘‘Un- 
paid Balance.” It is Exhibit 1-A I am pointing to— 
oI take that back, I should have said Item 6 is la- 
beled “Unpaid Balanee.”’ 
_ Now the question is: Do you know if in the case 
of other dealers the bank sometimes bases the 
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amount of credit to the reserve account upon the: 
unpaid balance? 

A. In our bank we do not figure on the unpaid 
balance. We figure on the contract balance. 

Q. You figure what on the contract balance? 

A. The bank discount. 

@. I am not referring to discount, I am refer- 
ring to the sum which is credited to the reserve 
account. 

The Court: To the dealer’s 

Q. (By Mr. White): The dealer’s reserve ae 
count? [42] 

A. The unpaid balance wouldn’t have any rela- 
tion to the dealer’s reserve. 

Q. Can you state if you know at any time this 
bank, the Farmers & Merchants National Bank of 
Long Beach, based on that credit, that unpaid bal- 
ance—the term, if I could rephrase it — used that 
unpaid balance to determine the amount which they 
would credit to the reserve account? A. No. 

Q. Is that your answer that you do not know? 

A. I would say we do not use the unpaid bal- 
ance to determine the amount of reserve to go into 
the dealer’s reserve account. 

@. Can you state to your knowledge that that! 
has never been done in the Farmers & Merchants 
Bank? 

A. To my knowledge, it has not been done. 

Q. But you cannot state it has not been done? 

A. I can state it would not be done as a matter 
of policy to the bank. 
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, Q. The next question is: What would be the 
‘method of determining the amount to be eredited 
to the dealer’s reserve account? 

| A. We compute the bank discount—we subtract 
that from the time price differential, as referred to 
in Exhibit A, and the balance that is left would be 
eredited to the dealer’s reserve account. [43] 

Q. Are there any other methods of determining 
the amount to be credited to the reserve account? 

A. Not in our bank. 

@. In the instant case, in the example we have 
used on the blackboard, you see a sum of $1,233 
mech was the sum paid by the bank to the dealer. 
What if the bank decided that it considered that 
too much to be paid to the bank, even after its nor- 
mal discount and wished to put a larger sum in the 
\Teserve? 


: 


A. If there were too much money to be paid to 
the dealer from the contract, it would not be put in 
the dealer’s reserve, it would be put into the deal- 
er’s withhold account. 

Q. What if there is no time price differential, 
Mr. Simpson, then what do you credit to the deal- 
wer’s reserve? 

A. We wouldn’t have any credit to the deal- 
er’s—— 

@. How is that? 

A. We wouldn’t have any credit to the dealer’s 
reserve if there were no time price differential. 

_ Q. What would you use as your security on 
that contract ? 
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A. We probably wouldn’t buy the contract. 

Q. Supposing you did buy it, there is nothing 
holding you from buying it if it looks like a good 
contract at a fair price and you wish to purchase 
that contract, then what would you credit the deal 
er’s reserve? [44] 

A. If there is no time price differential, there 
is no discount, we wouldn’t buy the contract. 

Q. Why wouldn’t you? 

A. Ata discount? 

Q. Yes. A. Simply isn’t done. 

@. You may not do that as a matter of course, 
Mr. Simpson, but in your knowledge of banking, 
why is it impossible to buy a note or a conditional 


~ 


sales contract which doesn’t have the finance charge © 


on it? 


A. I don’t know of any instance where that has 
been done. 


Q. Can you think of any reason, any principle 
of banking, which would make that impossible? 

My. Hankins: I object to that, your Honor. 
These facts he is trying to bring out are not in evi 
dence, in the first place, and we have an example 
here in evidence that we have been using for a typi- 
cal example, and the man has stated that they dont 
do it there, and he is only asking for his opinion or 
what may happen in other banking circles, and I 
don’t think it is properly put, it is not a propem 
question. 

Mr. White: I think in a few moments we will 
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get to the propriety of the question. If you wish, 
i will make my point immediately. 

The Court: If you think it is material and can 
link [45] it up, go ahead. It does seem hypothetical 
and beyond the practice here, but go ahead. 

: Q. (By Mr. White): Is there any principle of 
banking which makes it impossible to purchase a 
conditional sales contract without a price differen- 
tial ? 

A. I don’t know of any exception to our present 
procedure. 

Q. If the bank purchases a conditional sales 
‘contract without a time price differential at its 
usual discount rate, why wouldn’t it earn its usual 
interest or usual type of income? 

A. I’m awfully sorry, but would you give me 
that again? 

Q. If a bank were to purchase a conditional 
sales contract that does not have a time price dif- 
“ferential, purchase the contract at its usual dis- 
count rate, four and a half per cent a hundred of 
the contract balanee, assuming the contract is paid 
in full in the normal course, won’t the bank then 
earn its discount or interest just as if there had 
heen a time price differential ? 

A. I can only say the bank would never pur- 

chase a conditional sales contract on that basis. 

Q. I will ask you another question. The sum of 
$67.25 was credited to the dealer’s reserve. Now, I 
have allowed Mr. Hankins, counsel for the Peti- 
tioner, to [46] say that this is a part of the time 
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price differential, and you say it is part of the time 
price differential. Now, we have in this case a con- 
tract balance which is more than $67.25, it is 
$1,416.15. Now, I want you to tell the Court by 
what earmark on this sum you ean say, unquali- 
fiedly, that it comes from the time price differential 
and not from the contract balance. What is the) 
earmark? What is the identification of that sum 
which assures you it came from the time price dif- 
ferential and not from the contract balance? 

A. We would figure the bank charges and from 
the contract balance, after we arrive at that bal- 
ance, we would take the $143.15, which is the time) 
price differential, and that identifies it, earmarks it. 

Q. The bank discount in that case was $75.90? 

A. Correct. 

Q. Assuming the time price differential was 
$75.90, then what would you credit to the dealer’s 
reserve account? 

A. ‘There would be no eredit. 

Q. Would you then pass up the contract? 
Would you necessarily pass up that contract? 

A. We may, yes. 

Q. If you do not, what would you credit to the 
dealer’s reserve? 

A. If we passed the contract up, there would be 
no [47] purchase, there would be no interest. 

Q. What? 

A. We probably wouldn’t buy the contract. | 

Q. That is a probability. Another probability is” 
that you would buy it. Assuming you bought T 


| 


-_—— 


| Commissioner of Internal Revenue 79 


\(Testimony of Russell H. Simpson.) 

| contract, your discount is $75.90, what would you 
eredit to the dealer’s reserve? 

Mr. Hankins: I still object to that, your Honor. 

He is assuming facts not in evidence here, that they 
{did buy a contract of $75.90 and for the dealer’s 
finance reserve the time price differential was 
‘shown on there. We have no facts in evidence that 
there was a contract of that nature. 

Mr. White: Your Honor, if the only issue is 
this one contract the petitioner would have a point, 
but we are dealing with an example. If the peti- 
tioner can use it as an example, how can this wit- 
hess unqualifiedly tell the Court that that sum of 

'$67.25 comes from the time price differential and 
‘could not possibly come from the contract balance? 
The Court: J think it is proper to test this out 
jand with the understanding, of course, this witness 
has said they do not buy contracts under those cir- 
cumstances. 
» Q. (By Mr. White): Now, assuming you did 
buy a contract which had a time price differential 
and you took your normal discount which might be 

a dollar less but approximately $75.90, in [48] that 
‘ase what would you credit to the dealer’s reserve? 
A. Well, first of all, if we bought a contract 
‘under such conditions, we would charge an addi- 
tional rate for the contract. 
| You mean an additional Puen 
That’s right. 

You 
We would not be able to ask the dealer to 
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sien the contract ‘‘with recourse,’ therefore, it) 
would become a direct bank deal, there would be no} 
liability on the part of the dealer in the occasion of | 
repossession or default. 

Q. You could still buy this contract with re-- 
course on the part of the dealer, the dealer is fully 
liable under guarantee as under any—now, we are’ 
postulating a case where the bank purchasing this” 
contract in the usual way with recourse charges, its) 
usual discount of approximately $75.90, I ask you,. 
under those circumstances what would be credited | 
to the dealer’s reserve? 

A. We wouldn’t buy a contract on that basis. 

Q. I think you see the point of my question, , 
Mr. Simpson. I am trying to illustrate the Govern- 
ment’s position that you can’t point to $67.25 andi 
say ‘it has this particular earmark, it is this color 
or this shape, therefore, it came from the time price 
differential.’? The Government says ‘‘How do you 
know it didn’t come from the contract balance 
which is [49] certainly large enough to include it?) 

Mr. Hankins: IJ object to that as arguing with) 
the witness, your Honor. If eounsel wants to tes- 
tif y—— 

Mr. White: J will ask that my tone of voice be 
excused, but I think the witness is avoiding my 
question and that is the reason I am a little bit anx- 
ious to explain the purpose of this. We can forever 
postulate the example and he can forever say they 
wouldn’t buy it, but we are assuming they do buy it. 
It doesn’t strain the imagination at all. I asked ‘If 
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lthat is what happened, what would you credit to 
the dealer’s reserve ?”’ 

The Court: The witness is in a difficult position 
there to state what would be done if it has never 
been done. I don’t know that he makes up policies 
lof the bank, but I see the point you are driving at 
and I would like for the witness to say under the, 
theory, as he understands the bank’s approach on 
this, would you under those circumstances put any- 
thing in the dealer’s share; if such a thing were 
done, would you with your knowledge of the system 
Which you employ? 

The Witness: Your Honor, I just have never 
heard of a case of that kind, and I would have to 
pass. I wouldn’t know of a way that it could be 
done, unless the loan was submitted to us in a dif- 
ferent form on a—say, a general pledge, or some- 
thing of that kind whereby a number of contracts 
at the rate, but not on an individual sales contract 
for [50] an individual dealer. 

Q. (By Mr. White): Let me ask you this ques- 
tion, Mr. Simpson: How do you determine the ade- 
quacy of the sum that you are crediting to the deal- 
er’s reserve ? 

A. Our experience with dealer paper, as a 
Whole, is with the dealer himself. 

Q. So it could be a case identical with this one 
where you would credit more to the dealer’s re- 
serve? 

. A. No, we can’t credit more to the dealer’s re- 
serve unless he gets additional charges. 
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Q. Yon said that on direct examination. I didn’t 
understand that and perhaps the Court didn’t. Why 
couldn’t you credit more to the dealer’s reserve ? 

A. We could if the dealer charged more or 


charged a bigger rate when he sold the automohile.) 


Q. When you say “charged rate,” you mean 
took a high discount? A. Yes. 

@. Assuming you didn’t, is there any reason 
you couldn’t charge more credit to the reserve than 
$67.25 ? 

A. In this particular case, we couldn’t. 

@. Why not? 

A. Because the dealer’s rate is set for all con- 
tracts. 

Q. Set by whom? [51] 

A. Farmers & Merchants Bank. 


Q. The Farmers & Merchants can alter if), 


then? 

A. Well, dealer rates are set because of competi- 
tive reasons within the trade. 

Q. If in the opinion of the Farmers & Mer- 
chants National Bank, the condition permits to 
credit larger sums to the dealer’s reserve, what is to 
keep it from doing so, Mr. Simpson? 

A. We would have to give our dealers a notice 
of 15 or 30 days that we were going to raise our 
rates to them. 

Q. If Mr. Morgan came to you today and said, 
“Would you purchase this conditional sales con- 
tract?’’, couldn’t you tell him then and there, “first 
of all, Mr. Morgan, we want four and a half per 
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cent as a discount, and in addition $70 credited to 
the reserve account? 

A. I suppose it would be possible to say that to 
mir. Morgan. I don’t believe we ever have, but we 
might take a withhold and put it in his withhold 
jaccount. 

Q. Assuming the dealer’s reserve balance, the 
eredit balance, is in the deplorable condition of 
very low, and he comes to you with a contract for 
‘an automobile and maybe the unpaid balance is ap- 
proximately $10,000, must you at this point again 
restrict yourself to the time price differential or 
eould you tell him, ‘‘This is an extra-risky contract 
and we want more put in the reserve’? [52] 

A. No. 

Q. Why not? 

A. Either take a withhold on the account, or we 
would reject the contract. 

Q. Now, this withhold account, is that a credit? 

m&. That is a credit. 

Q. You credit that account. Is it shown as a 
hiability ? 

A. On Mr. Morgan’s books it would be an asset, 
to the bank it would be a liability. 

. It is shown as a liability? 

A. In the hank. 
{ Q. What is the purpose of that account? 

A. That is just for the security as far as the 
_ bank is concerned. In other words, we are going to 
advance the market price of an automobile or a 
contract calls for a balance in excess of the market 
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price and we take the difference and put it into they 
withhold account. 

Q. That account is for security purposes? 

A. That aecount is to secure that particular 
contract. 

Q. The reserve account, what is the purpose of 
that account? 

A. 'To induce the dealer to discount contracts 
with us, sir. 

Q. Is it a security account? [53| 

A. A security as far as the dealer is concerned. 

@. And it is to secure the bank? 

A. So far as the bank is concerned, it is a 
method of getting business. 

Q. Isn’t it to secure the bank, to assure the bank” 
that the dealer will meet all labilities to the bank?) 

A. It also acts in that capacity. 

@. How is that? 

A. It also acts in that capacity. 

Q. Is that a credit account—is that a credit, Mr 
Simpson? A. Credit. 

Q. Is that shown as a liability? A. Yes. 

Q. Now, you tell the Court, how does that ae 
count differ from the so-called withhold account? 

A. Very simple. On the withholding account, 
each individual account is refundable at the time 
it is paid down to a balance that is within the bank 
requirements. 

On the reserve account, the reserve account as 
related to the contingent lability of all contracts 
put together 
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) Q. So, as I understand your testimony, the only 
difference between the two accounts is that one can 
ibe tied in at any particular moment to a contract 
that would be your [54] withholding account, and 
your reserve account cannot be tied in with any 
particular contract, depends on the total unpaid 
balance? A. Correct. 

The Court: On the withholding account, in the 
example where a car was taken in at a value of 
$1,000 and the selling price was $1233, and there 
Was a withholding account of $233, you would pay 
that individual amount to the dealer whenever con- 
ditions warranted it in the bank’s estimate, is that 
right? And that would not have any effect on your 
ealculations of how much at any given time the 
dealer could claim from the dealer’s reserve ac- 
count, is that. correct? 

The Witness: That is correct, sir. 

Q. (By Mr. White): Would you refer to Par- 
agraph 10, Mir. Simpson, of the stipulation, Para- 
eraph 10, Vl run down this particular contract to 
make sure we all understand what occurs. 

The contract balance, which is Item 9, is approxi- 
mately $1400? 

A. The dealer comes to the bank and _ says, 
al you purchase this?’’ 

The bank says, ‘‘Yes’’ or assignment. is made, the 
bank purchases that contract for $14,000, less its 
discount. . 

_ The Court: $1400. [55] 
Q. (By Mr. White): The contract balance is 
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$1400, approximately $1400, to be exact, $1,416.15. 

Now, when the dealer comes in and asks if you 
will handle this contract, Mr. Simpson, you would | 
purchase it for that sum, less the bank’s normal | 
discount? AS ING: 

Q. What sum would you purchase it for? 

A. We purchased for Item 7, the unpaid bal- 
ance. 

Q. Let’s run through on that. You would pay 
$1,273 in cash to the dealer? 

A. Yes. I must qualify that one item, $40 item 
If we cleared the title, we had to send that $40 to: 
the Department of Motor Vehicles, then we would! 
pay $100—$1233 to the dealer and send $40 to the 
Department of Motor Vehicles, and we would haves 
an unpaid balance of $1273. 

@. Assume the dealer cleared the title and paid?! 
the $40 to the Motor Vehicle Department, you" 
would pay the dealer $1,273? A. Right. 

Q. All right. That would go to him in ¢ash, and! 
then you would withhold this dealer’s reserve of! 
$67.25. I am going to make some mathematical: 
computations. 

The contract balance is $1416.15. If we subtract’ 
from that $75.90, which is the bank discount, using» 
the [56] example you gave on direct examination, 
that would leave a balance of $1,340.25. Then if wer 
subtract from that $1,340.25 the amount which you 
credited to the dealer’s reserve, the differencét 
would be $1,273. 

Now, how can you tell the Court that the only) 
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iway to compute this is by going to the unpaid bal- 
‘ance and say “We paid him that sum’’? What is 
ithe gross error by the respondent’s theory to say 
that which you paid him is a contract balanee, less 
your discount and less sum credited to the dealer’s 
reserve? I’ll go through it again: 


The Court: Just a moment. The witness said he 
didn’t see there was any gross error there, is that 
right? 

The Witness: JI don’t—I may have missed a 
point there. I see no gross error of any kind. 

@. (By Mr. White): I will take a moment to 
explain again. I don’t want to argue with you. The 
Government contends that the bank doesn’t buy 
unpaid balanee shown by time price differential, 
the bank buys a contract balance—— 

Mr. Hankins: I object to this 

The Court: He is explaining. I think he is tell- 
ing the witness what the contention is for the pur- 
pose of clarification only. 


Mr. White: I am giving the Government’s posi- 
tion, and he can show the Court where the Govern- 
ment is wrong. [57] 

The Court: I take it there is no argument with 
the witness at all, you are doing this for the pur- 
pose of explaining? 

Mr. White: That is absolutely correct. 

The Court: Now, what is your question again? 

Mr. White: The question is: How can this wit- 
ness assure the Court that the sum which is paid to 
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the dealer in cash is not the contract balance less 
the discount and less the credit. to the reserve ? 

The Witness: Now, the last part of that again, 
please ? 

Q. (By Mr. White): I say, how can you assure, 
this Court that the sum paid to the dealer in cash is 
not the contract balance after you have subtracted 
from your discount and vour credit to the resermm 
account ? 

A. Well, the two are the same, the way you fig 
ure it out, but actually in practice they are not, bees 
cause one cash is paid out—I mean the cashier's * 
eheck is a bookkeeping entry, there is no money—= 
no money has been received yet on this contract, 10% 
ean’t be anything else but a book entry. It 1s merely ® 
a distribution of anticipated receipts which is part? 
of this contract. 

Q. Isn’t it correct, Mr. Simpson, that the sum 
you are distributing is the sum in No. 9, the com-~ 
tract balance? [58] You take that sum and Saag 
“We will distribute it in this manner, part will go) 
in cash to the dealer and part will be retained by us 4 
as our own organization discount, and part will be 
placed in the dealer’s reserve account’’? 

A. That’s right, no argument about that. 

Q. So, I ask—my question, again. is about the 
sum ‘vhich is credited to the dealer’s reserve ae 
count. By what test, by what determination ean we 
say that the $67.25 necessarily came from the timeé 
price differential and did not come from the con- 
tract balance ? 
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{| A. One is cash and the other is a book entry. 
One entry is cash balance and the—how much cash 
is being expended, and Item 8 is a hook entry, be- 
eause no cash has been received and Item 9 is a 
total of the two. 
| The Court: May I ask at this point, to clarify 
my own thinking, isn’t it true that at this particu- 
dar time, when you take the contract, not only has 
the purchaser not paid any of the time price differ- 
ential, but he hasn’t paid any of the principal 
amount of the purchase price of the car? 
The Witness: That’s right. 
The Court: So to that extent they are similar, 
namely, the bank hasn’t yet gotten any money from 
the purchaser, but it does disburse to the dealer a 
¢ertain amount of cash, namely,—How much here 
im this case? 
The Witness: Well, your Honor, down to line 7 
[59] cash has been disbursed by the bank. 
The Court: I see, the twelve hundred and 
seventy-three ? 

The Witness: That is correct. 

The Court: Yes. You have disbursed that to the 
dealer? 

The Witness: To the dealer or to the Depart- 
ment of Motor Vehicles. 

The Court: Or in some cases for the Motor 
Vehicle tax, the $40 in some cases? 
The Witness: That is correct. 
_ The Court: Whereas, on the time price differ- 
ential, which is something that the purchaser of the 
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car is also liable to pay, that is not disbursed imme- 
diately to the dealer, but a portion is set up, some 
portion is set up in a reserve for the dealer, as you! 
described in your direct testimony, and part of if 
is set up on your own books as what you—what didi 
you call that? 

The Witness: Unearned discount. 

The Court: Is that called an unearned discount, 
also? There is additional discount, is there not, that 
you 

The Witness: There is. In other words, the rate 
plus five dollars. The five dollars is earned and that 
goes into earned discount, but the balance goes into: 
unearned discount and that is never taken out 
until the entire contract [60] has been made, and: 
is transferred from unearned to earned discount, 
and the bank has earned it. 

The Court: JI am a little confused again. Per? 
haps the record shows the correct picture, but how 
about the $75—I see, thet is divided, that. figure of 
$143.15 you say is divided into $75.90 which im 
eludes both earned and unearned discount for the 
bank and $67.25 which is the dealer’s share put into 
the dealer’s reserve to be paid under circumstances 
you have deseribed before. 

The Witness: Right. 

The Court: Now I have this question: How do 
you arrive at the $75.90 again as being the bank’ 
share of that? 

The Witness: By the rate we charge the dealer 

The Court: Is that a specific rate? 
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| The Witness: I believe at this time, and I am 
going to have to ask Mr. Morgan to develop that, 
I believe at that particular time our rate to Art 
Morgan Motor Company was 4 per cent on the 
gross balance of the contract. 

| The Court: On gross balance of contract, which 
would be what figure here? 

The Witness: Line 9. 

Whe Court: Line 9 
The Witness: 4 per cent, plus $5 would equal 
$75.90. [61] 

The Court: I see. You would figure 4 per cent 
of $1416.15? 

| The Witness: May I add this, your Honor, it 
would be 4 per cent per annum, this contract, I be- 
lieve, is a fifteen-month contract. 

The Court: J understand that. So it would be at 
the rate, though 

The Witness: 4 per cent. 

The Court: $1416.15, and then to that you 
add $5? 

The Witness: That’s right. 

The Court: The other question I had was this: 
Is that rate set forth in any contract with this 
partnership ? 

The Witness: Subject to change, your Honor; it 
may he set forth in a contract and it may be 
changed later. 

The Court: I see. Off the record for a moment. 

(Discussion off the record.) 

The Court: On the record. 
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Then, as I understand it, the rate of discount 
which the parties may have agreed upon is apphed 
to Item 9, namely, ‘Contract balance,’ which de 
termines the amount of discount which the bank ig 
to have, and then that figure is subtracted from the 
figure which has been designated here as time prices 
differential, $143.15, in order to determine how* 
much goes into the dealer’s share reserve? [62] : 

The Witness: ‘Correct. 

The Court: And if the dealer should choose toi 
charge a greater rate to the purchaser of the auto-— 
mobile, greater than the $143.15, as set forth here® 
in this example, then any excess he charged would] 
then go into the bank’s records as a credit to the’ 
reserve for the dealer’s share? 

The Witness: That’s right. 

Q. (By Mr. White): Continuing on that line, 
Mr. Simpson, what is troubling me, I mention this” 
again by way of explanation so you understand my © 
question: Is it that the bank wants this credit for’ 
security purposes, it wants to be assured [63] mn) 
some way that the dealer will meet his obligation? 7 

Yet, the second point we seem to make that the 
amount be eredited is just left to the dealer, de 
pending on what he decided to charge as a time 
price differential because it’s always going to he 
the leftover after you reduce that sum by tHe 
bank’s discount, which in this case is $75.90. If you 
felt as though—it seems to me that in that case you | 
nught have only a few dollars left over to go into 
this reserve and the bank would not be fulfilling its 
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obligation—objective of seeing that each contract 
bears—has some reserve to assure its dealer’s lia- 
ibility. 

So, with that thought in mind, I ask you this 
|question: Assuming the dealer for some reason did 
jnot charge [63] $143.15 as time price differential, 
‘but charged a lesser sum; in that cireumstance— 
correct me if [ am wrong—the bank will still take 
the usual discount rate of approximately $75.90; is 
that correct? 

A. Go ahead with the rest of it. 

Q. All mght. Is the bank then with hands tied, 
us that it? It cannot insist on $67.25 going into the 
‘reserve account? 

A. Is the bank’s hands tied in insisting they 
cannot go into the $67.25 credited to the reserve 
account? Your question is a hard one to answer, 
because I have never known a dealer to guarantee 
a contract unless he got paid something in his 
dealer reserve account and, as I think I mentioned 
before, if we bought such a contract it would have 
to be on a direct bank deal, it couldn’t be guaran- 
teed by the dealer, it would he the hank’s deal with 
the purchaser and then we would consider a direct 
bank loan and we would not charge four and a half 
per cent, we would charge six per cent. 

@. This time price differential, Mr. Simpson, 
and this credit to the reserve has heen referred to 
as sharing in the time price differential and at 

Other times the credit has been referred to as a 
Beecuiity. What if at the time this contract was as- 
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signed you had a large credit balance, far in excess 
of 10 per cent of the unpaid contract balanee, 
would you insist on a eredit of $67.25 to the re- 
serve? [64] A. Yes. 

Q. Why would you do that? 

A. So the dealer continues to build up and con-, 
tinues an equity in his reserve. 

Q. We are assuming a reserve which at that 
time was in excess of fifteen months, you wouldi 
then pay a credit of $67.25 and if at that moment 
the dealer insisted on you paying him $67.25, youl 
would be obligated to pay him that cash, $67.25, ami 
I not correct? 

A. I eouldn’t visualize such a situation, it isn’t 
the usual thing. I have never heard of him wanting: 
a particular reserve in that exact amount. 

Q. Assuming he asks for $100? 

A. Somebody asked for two thousand or twenty- 
five hundred, fine; but we wouldn’t want the dealer 
continuing to put money in his reserve. 

Q. In effect, it—isn’t this situation I have just 
outlined one in which there is no credit to the 
dealer’s reserve 

A. You see, it wouldn’t be that $67.25 he would 
be getting, it would be the $67.25, that equity built 
up by contracts that had earned the charges paid) 
off, and so forth. 

Q. Now that gets us back again to how do you 
identify the $67.25 and say that it’s this one and 
not that one? 

A. You don’t identify any particular one and 
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‘you [65] don’t pay any particular one, you pay it 
on equities in the reserve. 
- Q. Would the bank insist on this credit in the 
‘reserve, Mr. Simpson, if the partnership deposited 
jwith the bank collateral or cash which is always 10 
per cent in excess of unpaid balance ? 
A. There would have to be some reserve for this 
reason: that on thirty-month contracts and with a 
$450 discount and, say, $150 is going to the dealer’s 
reserve and $300 going to the bank, and in one 
onth if that customer came in to pay that account 
off, we would have to have a reserve to charge the 
refund on our charges. 
Q. Would it be possible to charge to this deposit 
‘of cash which he left with you? A. No. 
Q. Why not? 
A. There would be no accounting for it. 
Q. Why couldn’t you make a debit to that ac- 
counts payable instead of a debit to the reserve 
account? 
A. He made a cash deposit to a specific reserve. 
Q. He deposited with you a sum far in excess of 
the 10 per cent of the unpaid balance at this par- 
acular time, and far in excess of what it has ever 
been in the last five years, and he gave it to the 
bank and says, ‘‘This is security for my obligation, 
my obligation as guarantor of conditional [66] 
Sales contracts, under those circumstances would it 
be necessary to credit a reserve when a contract is 
assigned to you? 
. Mr. Hankins: Your Honor, he is bringing in a 
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lot of conjectures in this thing. Each case depends 
on its own facts. In that particular case, we are: 
surmising what would happen in any unusual situ- 
ation and those unusual situations didn’t happen 
here, he never showed that any happened here, and_ 
IT object to this type of cross examination of the: 
witness. If he sticks to the facts in this particular 
ease, fine, but we can surmise almost any kind of! 
possible situation. 

Mr. White: Your Honor, there is a purpose to 
this. The witness has used such terminology as this” 
eredit being a sharing in the time price differen- 
tial. 

The Government’s position is that is merely a 
security, a credit made for security purposes. There) 
are no shares. 

Now, I am bringing this up to illustrate that by” 
showing if the bank is adequately secured by a de- 
posit of cash made by the partnership which is fart 
in excess of the 10 per cent of the unpaid balance, 
in that circumstance the bank would not credit @ 
dealer’s reserve. 

Now, I am asking Mr. Simpson if that is true. 

The Court: Well, it does seem we are getting 
pretty [67] far beyond the actual facts of the case 
As I understand it, the dealer does guarantee the 
bank on these contracts. 

The Witness: That is correct. 

Q. (By Mr. White): Does the dealer ever put) 
up any money as security for its obligation to the 
bank? t 
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A. Qnly one instance that I know of in the 
tv elve years that I have been with this particular 
ppank has any dealer put in as much as $1,000 in his 
reserve account, and that was to start him off in a 
mew venture, and that was a voluntary action on his 
jpart to induce the bank to take his contracts. 

I have never heard of some of these other situa- 
tions, people do not—dealers do not put cash in re- 
iserve accounts. 

The Court: What is your question again? 

Q. (By Mr. White): The question is perhaps 
misunderstood. I didn’t say, Mr. Simpson and your 
| onor, the dealer comes in with eash or, let’s say, 
some highly secure collateral, bonds of the United 
States Government, and puts them on deposit with 
the bank and says ‘‘Here you put this in your bank 
as security for my obligations either on loans I 
make or on conditional sales contracts which TI sell 
to you. I authorize you to deduct from that cash or 
trom those bonds any default, any payment—where 
one of these refunds with time price [68] differen- 
tial, if there is any, repossession, anything of that 
sort which I am lable or obligated to you for, with- 
draw from that cash or debit this account.”’ 

Phat is what we are assuming, a physical deposit 
of either cash or high-grade security. 

The Court: And then your question is, if that 
prere done, would the bank insist on withholding 


> 
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mlk of the contract at the beginning? 
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Mr. White: Exactly. That is my question, your 
Honor. 

The Court: Well, again the witness is in a diffi-) 
cult position, because he says that it is never done, 

Q. (By Mr. White): I will ask you: Would 
there be any purpose in erediting a reserve under 
those circumstances ? 

A. Well, 

Mr. Hankins: [I still object to that type of ques-: 
tioning. The witness has stated time and time again: 
that they don’t do that, and how can he conjecture: 
and say what they would do if they have never done 
it before? 

Mr. White: We are testing the theory of this, 
and if he knows the theory and reasons for it, he 
could then tell us if there is any reason for credit’ 
ing under those [69] circumstances. 

Mr. Hankins: I think we are actually talkimg 
about what they actually do in this particular con-) 
troversy, the petitioner, what he did in this situa-: 
tion and what the bank does generally, and I think’ 
that controls our issue in this case, what were the 
actual facts here, not what could have happened or 
if something else had been in issue, or some other 
factual situation had been presented, but I can’t see 
that that has any bearing or relevancy on the issues 
in the case at hand. I think only the facts in this 
particular case are in issue, without any conjec- 
ture. That is too far-reaching. 

Mr. White: I might add this witness is classify- 
ing, he is concluding. He says “this is a sharing Mm’ 
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the time price differential.’’ He says ‘‘this comes 
from time price differential, and it couldn’t ever— 
‘doesn’t come from the contract. balance.’’ 

The Court: That is the reason, of course, I have 
been allowing the examination thus far. I will per- 
mit the witness to answer; if he doesn’t know the 
answer, he can say so, or if he wishes to say what 
would be his view of what would happen, as an 
expert on these matters, he may answer that, under- 
standing all the while that those are not the facts 
in this case. 

Can you answer that, Mr. Simpson? 

Mr. White: Perhaps I could restate the ques- 
tion. [70] 
| Q. (By Mr. White): My question was: In 
these circumstances, would the bank have any rea- 
‘son or purpose in crediting a dealer’s reserve ac- 
count? 

A. Let me try to explain it this way: My busi- 
ness is a business of decimal points and documents 
and balances. For every debit there must he a 
‘eredit, and so forth, so all I can go on is how I 
know use and custom to be within this particular 
type of business I am in. If we were going to take 
a guarantee that was substantial, a dealer who had 
a net worth way up in six figures and he had stock 
or bonds, or something like that, we would prob- 
vably continue a guarantee and put it in the file. 

Now, this is actual practice, knowing him to be 
‘ honest and reliable and a man of some background 
within our own community, we would then take his 
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continuing guarantee and let him keep the stocks 
and bonds and we still insist he set up the reserve 
from the contract and any losses that would go 6F 
above his eredit to the reserve account, we woul 
call on him to pay off on those losses from his per 
sonal resources or from his company or corpora 
tion. 

Now, that is actual practice. 

Q. You say you would do that, even though 
did deposit with you a sum of cash which is more 
than enough to take care 

A. Well, asi said. [71] 

Mr. Hankins: I don’t think he said that. | 

A. (Continuing) we would ask the man toy 
keep his reserve account with us intact and the bal-i 
ance entered at all times so, No. 1, we could charges 
refund on prepayment and would have to haves 
some place to charge them, you see, and, No. 2, 1 
he were not available or in case of demise or sick-) 
ness or he had a judgment against him, an attach) 
ment, or we could go on for a number of reasons,y 
we would still want something under our control $oF 
that we could say “these are the inducements that; 
caused you to come in our bank and discount con) 
tracts with us. 

“And should we suffer a loss, then we have al! 
account to charge those losses to until such time as 
We cammecover from yours 

Q. Can you charge to losses to an account whieh! 
is—which represents a sum of cash, if he deposits 
cash with you? 
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| I suggest he deposit a million dollars in cash. 
Using that sum, wouldn’t the bank make this entry, 
debit cash, one million dollars, credit accounts pay- 
lable one million dollars? 

| When there is a default, whether it is this man’s 
obligation 
A. In actual practice, we would have to have 
some guarantee in writing, such as a form of con- 
tinuing guarantee, or some other agreement, per- 
haps like this, whereby we could [72] recover under 
the bank right of offset and we would insist on that 
Jealer having a reserve under our control. 

» Q. Why wouldn’t the cash on deposit be in your 
control? 

A. It could be within the limits of any agree- 
ment, such as we have here, or that continuing 
Guarantee, but we would still be subject to judg- 
ment, suits, and so forth. 

' The Court: I think maybe we have pursued this 
far enough. I take it, Mr. Simpson, you are saying 
you could have most any kind of an agreement 
that you wanted to with a dealer, if he wanted to 
put up a large cash deposit and agreed, you conld 
charge losses against that, it could be done theoreti- 
aally 2 

_ The Witness: Theoretically only. 

The Court: I understand that, but I take it that 
is what he is asking you, it would be possible to do 
it if the parties agree to it? 

Q. (By Mr. White): And my next question, 

Mr. Simpson: If that were the case, would there be 
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any purpose in the bank insisting on dealer’s re- 
serve of credit every time they purchased a con- 
tract from him? 

A. It’s my personal opinion, as I said here, as 
an employee of the bank, we would insist on a re-_ 
serve to the extent of override on the charges. [73] 

Q. What would be the purpose of that? 

A. JI just mentioned those reasons. 

Q. I didn’t get your reason. I will ask the re- 
porter to 
A. We didn’t strictly under our control without 
having to contact anyone to see whether or not they 
would agree that we would charge this reserve 

account. 

Q. That is where you vary the facts. 

We assume a case, say he gets a blanket right to® 
debit that account at any time 
The Court: We don’t want to argue, of course. 
The Witness: We would, I assure, insist on Te- 
serve. We have no exceptions on that in our bang 
at least, and that is all I can talk about, what we 
have in our bank. There is no exception to that’ 

rule in our bank. 

Q. (By Mr. White): Referring again to this 
matter of sharing the time price differential, is the 
bank sharing in the time price differential or is the 
bank merely earning its discount rate—I will put — 
the question again. I will give a preface. This isa 
bit complicated and I feel as though these prefaces 
are necessary. 

The Government’s contention is the bank earms 
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‘the discount which is, in this case, approximately 
four and a half per cent, not the time price differ- 
‘ential, so my question to [74] you is this: Is there 
a sharing between the bank and the dealer in this 
jsum of interest known as time price differential or 
does in fact the bank merely earn its discount, 
mamely, four and a half per cent, and does not 
share in the time price differential 2 
| A. The answer to that would probably have to 
come in tio parts, conceivably as written on the 
blackboard. 
The Court: Of course, you are asking this wit- 
mess for a conclusion on the question involved in a 
case, are you not? 

Mr. White: I suppose I am, your Honor, yes. 

The Court: J think we are concerned with the 
basic facts, and I think some of my questioning 
brought out some of the basic facts of what the 
bank charges and what the bank is entitled to. 
~ Would you care to withdraw that question ? 

Mr. White: I think I will withdraw the question. 
' Q. (By Myr. White): Referring now, Mr. Simp- 
son, to the payments, the time price differential 
which is no longer due when the purchaser pays off 
the contract prior to maturity, will you first state 
‘to the Court: is there a cash sum which is refunded 
to the purchaser under those circumstances ? 
\ A. If he pays it out before its maturity, well, it 
“Wouldn’t be a cash sum, the refund would be de- 
‘ducted from the— [75] from his unpaid balance. 
Q. Am I correct, you would merely reduce the 
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sum still unpaid? Ae What*s*right. 

Q. The bank in that circumstance, as I under 
stand your testimony, would debit the dealer’s re- 
serve account for a portion of that sum which is no 
longer collectible from the purchaser. 

How does the bank determine what portion to 
debit, how much to debit? 

A. We do it on the percentage basis for the) 
time that the money has been outstanding, the termi 
of the loan based on what the bank earnings are. 

Q. By “‘earnings,” whose earnings? 

A. The bank’s earnings. 

Q. Is there a formula known in advance whieh} 
is used for that determination ? A. Yes. 

Q. If it is not complex, would you explain it tos 
us, Mr. Simpson ? 

A. Rebate schedule for installment loan charges. 
In this particular case, I think this contract we are’ 
talking about, we refunded based on a prepayment " 
of six months on a ten months—fifteen months con- 
tract. A. fifteen months contract is paid before the + 
sixth installment is due, we would [76] refund 37% 
per cent of the time sales markup. 

Q. How is the 3714 determined, why that per 
centage? 

A. That percentage is determined by those ana 
lysts who figure earnings on a consumer joan OF 
installment loan, installment loan charges as pre 
pared by the consumer credit department of the 
American Bankers Association. 

Q. It is not, then, based on the percentage of the 
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time price differential that originally was credited 
to the reserve account? A. No. 

* The Court: I am not sure that I have that en- 


tain percentage charge based upon this figure in the 
example of $1416.15. 

Now, if the time comes that the purchaser of the 
ar pays up in advance, the bank is certainly going 
to relinquish some portion of the time price differ- 
ential that it is entitled or would be entitied to 
receive if it went to maturity? 

The Witness: That’s right. 

The Court: Now, in a situation—that figure of 
$143.15 could be a very variable figure, depending 
on what the dealer wants to charge, as I under- 
stand? 

The Witness: That’s correct. 

The Court: Do you at the time of prepayment of 
one of these accounts by a purchaser of a car figure 
the [77] amount of the dealer’s share of the reserve 
Which is to be refunded, which was originally cred- 
ited to the dealer’s reserve? You figure that at the 
same time, also? 

- The Witness: Yes. 

The Court: And at the same rate and by the 
Same table? 

The Witness: By the same table we would rebate 
to the customer on the $143.15, that would be what 
our rebate would be figured on and whatever that 
happened to be in this particular case—I don’t see 
the figures on the board, $44.20. The $44.20 in this 


; 
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case would be the refund to the purchaser. Now, 
then that $44.20 refund must be shared by the bank: 
and by the dealer, so there would be, then, $22.83 
charged to the bank’s unearned discount account 
and it would have $21.37 charged to the dealer’s 
reserve account, meaning then those figures below: 
indicate it would have $40 earned—$48 earned by* 
the bank and $45 earned in the dealer’s reserve. 

The Court: To make 1¢ somewhat simpler, tak= 
ing the actual figure there of $143.15, which was— 
which is denominated time price differential, you! 
had previously set up $75.90 as the bank’s charges 
based on the percentage of the figure, contract bal-! 
ance, $1416.15, then when the contract is paid up im 
advance of maturity, you apply your rate to your 
share, the $75.90, and figure how much you will’ 
have to refund to the customer, which will of course: 
leave you a [78] lesser earning, lesser amount 
earned, than you might have expected had it gonel 
to maturity and the other figure, $67.25 which has) 
been previously put into the dealer’s reserve, and’ 
that could have been a variable figure depending’ 
upon the rate charged by the dealer, you would: 
apply your same table to that and forego the collee- 
tion of any more. There is no refund involved, is! 
there? You haven’t collected this full amount of 
$143.15, isn’t that true, you haven’t collected it at 
this point? 

The Witness: We have collected a portion of it! 

The Court: You have collected a portion of i, 
all right. Would there still be some refund or would 
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it be a matter of simply foregoing collecting of any ° 
further amount? 
The Witness: No refund, credited to the unpaid 
balance of the contract, $44.20, as you will notice 
on the blackboard, where it says ‘‘Unearned dis- 
‘ount.’’ 
_ The Court: That is right. 

The Witness: Now, over on the dealer’s share, 


through. 
The Court: I don’t understand where we get the 
matter of refund when the customer hasn’t paid the 
$143.15. [79] 
_ The Witness: Because it was added in his con- 
tract for the full term of the loan, that was the 
charge for the full term of the loan. If the loan 
doesn’t run the full term or, in this case, runs less 
than half of the loan,full term, he is entitled to a 
part of those charges. If he pays in six months, 
he should get approximately nine months refund 
‘on charges. If we couldn’t collect the same amount 
of discount, we would charge for fifteen months. 
 Q. (By Mr. White): Upon the payment prior 
to maturity by one of the purchasers, the dealer’s 
reserve account is not necessarily debted, the dealer 
may come and pay a sum in cash directly to the 
bank equal to his share. What I was trying to de- 


ay 
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termine is if in the circumstance we were discuss- 

ing, a payment prior to maturity that there is 

necessarily a debt to the reserve account. I am) 
asking, if instead of a debit the dealer might come: 
and pay the bank in cash? : 

A. Generally when an account is paid off, eithers 
another dealer who has taken the car in trade ore 
pays the car off, or the customer himself pays the) 
car off, and the dealer doesn’t know it is being paid# 
off at all until he receives charge to his reseryer 
account, then generally that is the first he knows. 

Q. I will suggest something else: In the case of | 
a default where there is a sum unpaid and uneol- 
lectible and [80] the dealer is hable to the bank as» 
guarantor, now, the bank could either debit the: 
dealer’s reserve account or could demand a sum Of! 
cash from the dealer to make good his guarantee; 
is that correct? 

A. Inthe case of a repossession, we would figure} 
the same kind of a pay-off that you see on the? 
blackboard. That is, No. 1, we would refund the) 
unpaid portion of the charges, we would charge his 
reserve for his share and then we would have the 
net pay-off which we would take a dealer’s cheek ™ 
for. 

@. Supposing the dealer’s credit reserve balance 
is not enough—not sufficient to take care of his 
portion, he could come in and pay off in cash? 

A. Couldn’t. That’s another thing that just’ 
doesn’t happen in a bank. We just don’t let that 
happen. 
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Q. In your testimony you stated that the credit 
‘to the dealer’s reserve does not represent a fund. 
| With that the Government has no quarrel, but the 
Government wants to ask you this question: The 
eredit to the dealer’s reserve does represent a lia- 
bility of the bank to the dealer, does it not? 

A. Potential Hability. 

Mr. White: Would you repeat that answer, 
please? Will the reporter read it back? 


(Record read.) [81] 


Q. (By Mr. White): You injected the word 
Mpotential.’”’ Isn’t it a fact that unless there is a 
tdefault and the bank—the dealer does not make 
it good by payment in cash, unless the contract is 
not paid off—— 

A. There is a lability control by the bank. It 
isn’t a direct liability by the bank. In other words, 
“i there is a deposit reserve account with, say, a 
Savings deposit or a checking account deposit, which 
Ms paid on demand, it differs from the reserve ac- 
Mount because it is paid on demand and the reserve 
faccount is not payable on demand, a reserve ac- 
count is not subject to Exhibit 2-B, something of 
‘that nature. 

Q. Assuming the instance we have here where 
there has been a credit to the dealer’s reserve of 
$67.25, assuming there had been no other transac- 
fons with this dealer, that is the sole contract as- 
signed and purchased by the bank, one moment 
after purchasing that contract the bank for some 
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reason of its own decides to forgive the purchaser 
and it does? 
Let’s assume the purchaser is no longer oblit 
gated to pay the bank, the bank forgives, and there 
is no further deal contemplated by the bank and 
the dealer cannot—the dealer insists the bank pay: 
it $67.25 at that moment? 
A. For such an example, I wouldn’t want to get 
into it. [82] : 
Q. I am trying to illustrate this point, Mri 
Simpson: The $67.25 is owed to the dealer by the 
bank and must be paid to the dealer unless certaim 
things happen. For example, a default by the 
purchaser, a premature payment by the purchaser 
or the dealer enters into some kind of loan agrees 
ment with the bank and hasn’t paid off. Unless 
those things happen, the dealer has to pay—th 
bank has to pay the dealer $67.25 that it is obli- 
gated to pay? 
A. The bank is obligated to pay $67.25 to th 
dealer when one of two things happen: 1, the t 


tract is paid off by the purchaser; 2, when the com 
tract is paid off by the dealer. Then when th 
contract is paid off, it’s paid off. In any event, that 
$67.25 belongs to the dealer. 
The Court: If any one of those things happens, 
you mean? 
The Witness: Yes. | 
The Court: Very well. I think that is enough 
on that. 
Q. (By Mr. White): Again I have to ask yow 
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a question because some remark was made on direct 
that this reserve credit was subject to other compu- 
pions before payment to the dealer. 

| Well, the Government contends that isn’t neces- 
jsarily so. There might be a default, but if the 
jdealer comes and pays that default by direct cash 
tpayment, there is no need for [83] any computa- 
‘tion to be made. 

| So I ask you that question: Is there necessarily 
‘a need for any computation before payment by 
the bank to the dealer immediately after a contract 
is assigned to the bank, assuming there is payment, 
‘say, by the purchaser, all you need do is determine 
what sum is no longer collectible under the time 
price differential and then the dealer says ‘‘I will 
have no further business with you. I am going 
to withdraw any further negotiations.”” You are 
obliged to pay him the $67.25, less that portion of 
the unpaid time price differential? 

A. I assume 
_ Mr. Hankins: Could we have that read back? 
_ Mr. White: I will restate the question. 

_ Mr. Hankins: It seems like that question got 
out of hand. 

Q. (By Mr. White): We have this contract 
that you have eredited to the dealer’s reserve of 
$67.25 and the same day the purchaser pays the 
contract in full. You would then debit the reserve 
with the portion of the time price differential which 
is no longer collectible, is that correct? 

A. We would. That portion of the dealer’s re- 
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serve would be part of the refund to the customer ~ 
because of prepayment. 

Q. All right. [84] 

Assuming there is a balance in the credit, a bal- 
ance in the dealer’s reserve and the dealer says “I 
do not intend to sign any more contracts with you. 
I would like to terminate our dealings. Please 
refund my credit balance from the dealer’s re 
serve.’’ Are you obliged to refund him that credit 
balance ? 

A. We would refund to him any portion of that 
reserve that exceeded our 10 per cent requirement, - 
less 35-day accounts, less repossessions. 

Q. As interest is earned by the bank, is there 
any entry made to that dealer’s reserve account? 

A. As you put the question, no. 

Q. So that it is possible that an entry—that an 
entire contract may be paid off and the full tim 
price differential paid to the bank by the purchaser 
and there would still be no entry to the dealer’s re@ 
serve account? A. That is entirely possible. 

Q. Under those circumstances, the bank would 
have reported as interest income from entire dis 
count A. The bank discount, yes. 

Q. i might also add that in addition there is 
no payment made by the bank to the dealer under 
those circumstances, no cash payment? 

A. No. In this case, that $67.25 would help tm 
dealer build equity in his reserve so that whether 
he [85] exceeded his 10 per cent requirement, he 
could draw some money. 
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| Q. Now, under those circumstances, the credit 
balance is not necessarily going to be in excess of 
10 per cent of the remaining credit balances? 

) A. Not necessarily, but as J understand, the 
overnment is trying to prove something here. 
Actually, when the dealer ceases his business, then 
there is contingent liability and set rates, these de- 
\ereasing amounts—it 1s easy for the dealer to get 
equity in his reserve above the 10 per cent. 

Q. In case you want to clarify yourself—your 
answer—I was trying to show in this particular 
Yeontract the bank, which is on an accrual basis and 
he partnership which is on an accrual basis, in 
the case of the bank the entire time price differen- 
fial which it receives as its portion would have 
been reported as interest income, so there has been 
full payment, but the partnership may not have 
Teported any of this so-called interest as income 
under the circumstances T have outlined. 

So my question is, again—correct me if I am 
wrong—is it not correct that in this particular in- 
stance where the time price differential is $143.15, 
it is possible that the entire contract was paid, the 
entire time price differential was paid and the 
bank reports an interest income [86] of $75.90, and 
at the same time there has been no payment to 
the dealer out of his dealex’s reserve account? 

_ A. No payment whatsoever. All payments to 
the dealer are based on his excess in his reserve 
account over our 10 per cent requirement. 

 Q. Is it correct that the dealer’s reserve account 
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is subject not only to his liability as guarantor 
under the conditional sales contract, but also sub- 
ject to any other hability he may incur with the 
bank? A. Yes. 

Q. For example, if he were to come to the bank’ 
and say “Loan me $10,000’ and the bank did §0,. 
his obligation to pay that $10,000 would be—the: 
dealer’s reserve would be security for that obliga 
tion? 


A. No, it would not be security for that at all,) 
but it would be held in case of a problem with the: 
borrower, we would probably hold the reserve. . 

Q. If he didn’t pay the ten thousand at matur- 
ity, could the bank debit the dealer’s reserve? 

A. Yes, under the banker’s right of offset. 

The Court: That would be a nght of offset,’ 
rather than a condition of the contract. That is 
not in the contract, is it? 

The Witness: No. | 

Mr. White: I might clarify, your Honor. Hx} 
hibit 2-B states, and I will quote from paragrap 
15: [87] 

“Banks may retain from the proceeds of eaé 
contract purchase hereunto agreed upon amounts: 
and the accumulated total of said amounts shall 
be retained by the bank in the dealer’s reserve 
account as security for any and all obligations - 
dealer to bank.” ' 

The Court: I take it, then, the contract speaks 
for itself. You are speaking from memory and if 
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there is some provision there, you will change your 
testimony ? 

' The Witness: Just what are we talking about 
here? Some of it I missed. As I remember, you 
jwere talking about unsecured loans of ten thousand 
dollars that wasn’t paid. This agreement would 
mot cover that. 

' Q. (By Mr. White) > Then, would you explain 
why your answer, in light of paragraph 10, which 
states at that time the reserve, the security in the 
dealer’s reserve account, is security for any and all 


‘obligations of dealer to bank? 


A. Well, primarily that is referring—every 
major dealer, I do believe, in the used car business 
also has a flooring line in connection with the auto- 
mobile business, so this contract would involve all 
the contracts that had been made by buying and 
selling automobiles, both floor and contracts—floor- 
ng and contracts. 

Mr. White: No further questions, your Honor. 
5 The Court: Any redirect examination? 

Mr. Hankins: Your Honor, I would like to make 
‘a motion to strike all of the testimony of the wit- 
“ness dealing with the assumption that the dealer 
would bring in a large sum of money and deposit, 
Which they could then or might charge against—to 
‘these charge-backs, instead of the way the bank 
“handled it in this particular case. 
_ The Court: Your ground is it is immaterial, ir- 
relevant? 
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Mr. Hankins: Irrelevant and immaterial in this: 
particular case. | 

The Court: You don’t deny the competency ofr 
the witness to answer? 

Mr. Hankins: It is something out of his pur 
view, I would say, and it doesn’t—he doesn’t set’ 
down policies of the bank. 

The Court: I understand that, however, I willl 
deny the motion, it may have some bearing, may* 
be of some help to the Court. JI will determine: 
whether it is material at a later date. . 

Redirect Examination 

Q. (By Mr. Hankins): Mr. Simpson, are you— 

are any dealers ever asked to put money into the! 


reserve account? A. Not to my knowledge. 
Q. If a dealer—Strike that. 
If a party that is not a dealer brings a contr 


to your bank covering the sale of a car on a cond 
tional sales contract, would you charge that nol 
dealer the same amount of the time price differen- 
tial portion as you would a regular dealer? 
A. We wouid charge a higher rate. 
Q. A higher rate than you would charge the 


dealers ? A. That’s right. 
@. Generally why would you charge a higher 
rate than you would a dealer? ; : 


A. The dealer brings in contracts, brings his 
contracts in to us in certain volume, depending on | 
the dealer, and he is entitled to more consideration” 
rate-wise than the individual purchaser. 
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The Court: Because of the volume of business 
he brings you? 

The Witness: That is right. 

Q. (By Mr. Hankins): In other words, then, 


Mr. White: Your Honor, counsel didn’t want 
me— [91] restrieted me in cross-examination, and 
[ must insist he not put words in the witness’ 


| The Court: I agree. Let counsel rephrase any 
question he wants to ask. 

Q. (By Mr. Hankins): The non-dealer, then, 
auf he brings a contract to you, would you not share 
in the time price differential? 

Mr. White: I object, your Honor, the phrase 
“share’’—— 

The Court: I agree with counsel for the re- 
spondent. You are asking the witness for a con- 
clusion on the question, as I understand it. 

The Court is going to have to pass on the ques- 
tion of whether they are sharing in something or 
meer the bank is making a charge and the tax- 
payer is making a charge. 

Mr. Hankins: I will rephrase. 

Q. If a non-dealer were to bring a contract to 
you at the same figures that we have above here on 
‘our typical transaction, would you give him any- 
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thing else for that contract over and above what 
your normal discount rate would be non-dealers? 

A. By that contract, at our direction, direge 
bank rates to individual purchasers, which would 
be at 6 per cent, and there would be no other 
eredits other than to your unearned discount. [91] 

Q. In other words, you would not set up any 
portion or any reserve for this particular non- 
dealer? A. No reserve set up. 

The Court: May I ask you this: Are you speak- 
ing now of a case where this particular individual 
caine In and guaranteed the account to the bank, 
counsel ? 

Mr. Hankins: I might bring that out, your 
Honor. 

The Court: If you will. 

Q@. (By Mr. Hankins): If a non-dealer were 


to bring to you a contract similar to, with the same 


identical figures on it as we have on our typical 
transaction, would you ask him to guarantee that 
paper ? 

A. When this person referred to as a non- 
dealer, would he be other than the purchaser of the 
contract? 

Q. One other than the purchaser. 

A. The purchaser of the automobile? 

Q. One other than the purchaser of the auto- 
mobile. 

A. No. If another dealer who was not on our 
books under a dealer’s agreement, dealer’s reserve, 
brought us a contract, first of all, we wouldn’t take 
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his contract, we would tell him we would buy the 
paper if the customer would come in with his order 
and then we would write the contract from our bank 
at our rate of interest to a consumer. 

Q. And would that rate of interest be greater 
than [92] you charge to dealers? 

A. Yes, it would. 

Mr. Hankins: That is all, your Honor. 

Mr. White: No further questions, your Honor. 

The Court: Thank you, Mr. Simpson. 

(Witness excused.) 

Mr. Hankins: I would lke to eall one other 

witness, your Honor, the petitioner in this action. 


ARTHUR V. MORGAN 
called as a witness on his own behalf, being first 
duly sworn, testified as follows: 


Direct. Examination 

Q. (By Mr. Hankins): Mr. Morgan, are you 
the petitioner in this action? A, J) Bim. 

Q@. Were you a partner in the Art Morgan 
Motor Company partnership in Long Beach? 

A. Iam. 

Q. During the year 1950 did you arrange with 
the Farmers & Merchants Bank to assign to them 
various conditional sales contracts covering the 
retail sale of used cars? 

A. I believe I arranged for that in 1946, which 
extended through a period of 1950. 

Q. What was the purpose in arranging this 
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financing with the bank, Mr. Morgan? [93] 

A. Well, to sell contracts to them. 

Q. Was it for the purpose of facilitating sale 
of your automobiles? 

A. I had to have financing or I couldn’t oper- 
ate. Jn other words, it was to carry on my busi- 
ness. 

Q. When these conditional sales contracts were 
entered into covering the sale of these used automo- 
biles, were they made subject to credit approval? 
They were. 

And who checked the credit? 

That I don’t know, some official in the bank. 
The bank did it? 

The bank did it, yes. 

Then, after the bank checked the credit and 
alived it, you completed the sale, is that the way 
it was handled ? 

A. The sale would be completed when they 
okayed the contract. 

Q. Generally how soon after the purchaser 
agreed to buy this car, and the paperwork was 
completed on the purchase in your office, was it 
before you assigned it to the bank, Mr. Morgan? 

A. Well, conditions varied there. We would 
have a purchaser that would make a—say, give 
$100 down payment and sign a contract and all the 
necessary papers, and then we would hold the ¢om 
tract until he brought in his additional [94] down 
payment, and then we would take it to the bank. 
Some would even come back and go through a | 
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eredit union or their own bank, or something, and 
pay us in full. But that would vary, too, in the 
time that he signed the contract and the time that 
the contract reached the bank, that would depend 
on how quickly he completed his down payment. 

Q. Mr. Morgan, how long have you been in the 
used car business? 

A. Well, I started—I believe in December, 1946, 
the first time—I mean the last time, pardon me. 

Q@. Has your income tax return for any previous 
year ever been examined? 

A. They have by the agents. In fact, I was 
examined in ’47 and, I believe, in 749, and they 
went to the bank, I believe, the investigators then. 
The first one was named Harris and the last one 
was named Greenberg. And if I hadn’t drawn out 
any excess reserve by the end of the year, I had to 
pay on it. 

Q. In other words, in some of those previous 
years, I gather the same issue arose as to the 
dealer’s finance reserve? 

Mr. White: I object to this. I don’t see the 
purpose of what happened in prior years. The 
Government might, for the purpose of argument, 
concede the agents didn’t do their job, I see no 
purpose in this testimony. [95] 

The Court: I don’t think it has any bearing. 
Of course, the Court is concerned in the proper 
answer as to whether the Government or the tax- 
payer might have made a mistake, but something 
in prior years isn’t of too much concern here. 
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(Testimony of Arthur V. Morgan.) : 
The Witness: Your Honor, may I say one wou 
The Court: Let your eounsel. 

Mr. Hankins: Your Honor, the purpose wll 
is somewhat of an equitable situation. IJ think in 
this ease if I may explain to the Court, in prior 
years this man was examined and this same thing 
Was in issue. He spent some time going over it 
with the agents, two of them, in fact, and finally 
agreed with them that he would pay on his na 
in this particular matter, of setting up into income 
the excess of the dealey’s finance reserve over the 
10 per cent limitation which he agreed was ayail- 
able as a constructive receipt. : 

The Coumt: I take it, the Government is n 
saying that that is not proper. 

Mr. Hankins: They are now taking an adve 
position and the taxpayer has been put in quite a 
burdensome situation in trying to go back and re- 
vamp some of these years. If the Government 
takes this attitude, establishes it is going to - 
adverse, take an adverse stand on some of the 
years, we will not then get the benefit for some of 
the years [96] that have elapsed in the meantime, 
and by handling it in this particular manner, due 
to some net operating losses, carry-backs involved 
in the situation, and I think that some as far 
equitable issues are concerned, I think it is t 
vant. ' 

The Court: I don’t know just any equital 
questions raised in the case. As I understand, 
Government is claiming there is only one way 
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do this here, that the way you described it, the tax- 
payer—what the taxpayer did was wrong, and that 
is the issue before the Court. 

Now, if there aren’t any issues raised by the 
pleadings for any other years, all I can say is I 
guess it is my duty to decide what is right for this 
year. 

As you know, taxable years are separate under 
Supreme Court decision, and it is possible that the 
Government might have been wrong in those other 
years, or it might have been a concession. On the 
other hand, the taxpayer may have been right in 
those years, I am not prepared to say at this 
moment, but I don’t think what was done in prior 
years will influence the Court here in determining 
the proper answer for this year. 

Now, if there is some complications that arise 
as a result of the decision of the Court, perhaps 
the parties can get together and try to iron out 
the difference, if there [97] are any duplications 
or anything of that nature. 

Would there be any, counsel ? 

Mr. White: I know of none, your Honor. IL 
think this is the first time I have heard of this 
equitable argument. 

Mr. Hankins: Not in the pleadings, your Honor. 
My main purpose in getting this before the Court, 
eae the Tax Court never sits as an equity 
court, and I think your higher courts do and if the 
decision is in the Government’s favor, then we 
would like to interject this in our appeal. So that 
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is the reason I want to get the issue in. If you 
rule it out 
The Court: I am putting it in for whatever it 
might be worth, I am merely saying that as far as 
this Court is concerned, I don’t see how it will 
affect our decision. 
Now, have you asked all the questions you want 
to on that subject? There is that motion to strike— 
is that a motion from the Government’s counsel or 


what? 

Mr. White: I make a motion, your Honor, fo 
strike any testimony regarding what any agent did 
in prior years in auditing returns of Mr, Morgan 
or any partnership which he was a member of. 

The Court: Well, it is already in evidence now. 
I will deny the motion to strike, although, I must 
say at the moment I fail to see any relevance, 
but that is something that [98] can be decided later 
when the case is decided. 

Mr. Hankins: J will ask one other question. 

Q. As a result of prior examination in prior 
years in which this was an issue, what method did 
the agent use at that time to tax the dealer’s finanee 
reserve as income? Do you know, Mr. Morgan? | 

A. They checked directly with the bank to de 
termine whether I could draw anything over the 


10 per eent plus the bad accounts. : 
Q. Then, the excess they then determined was 

tax income to you? A. That’s aims } 
Q. Did you agree to that? A. I diag 


Q. Did you pay your tax? A. I dig 
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Mr. Hankins: No further questions. 

The Court: Cross-examination ? 

Mr. White: No questions, your Honor. 

(Witness excused.) 

My. Hankins: Your Honor, may we have per- 
mission to submit consecutive briefs in this? 

The Court: Off the record. 

(Discussion off the record.) 

The Court: On the record. [99] 

Is it agreeable to counsel to submit seriatim 
briefs ? 

Mr. White: That is agreeable. 

The Court: What time would you like? 

Mr. Hankins: Forty-five days would be suffi- 
cient, sir. J would like permission to file first. 

Mr. White: I would like thirty days after the 
forty-five. 

The Court: And you want time for reply briefs, 
do you? 

Mr. Hankins: Yes, sir, I would like thirty days, 
if possible. 

The Court: Very well. Forty-five days for the 
taxpayer’s brief, thirty days thereafter for the re- 
‘spondent’s brief and thirty days thereafter for the 
‘petitioner’s reply brief. 

The case will stand submitted awaiting filing of 
briefs. 

The Clerk: Those days, gentlemen, are Febru- 
ary 25, and thirty days thereafter will be March 
27, and thirty days thereafter will be April 26, 
1957. 
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(Whereupon, the hearing in the above-en- 
titled case was closed.) [100] 


[Endorsed]: T.C.U.S. Filed Feb. 1, 1957. 


[Endorsed]: No. 15898. United States Court 
of Appeals for the Ninth Cireuit. Arthur V. Mor- 
gan and Dorothy O. Morgan, Petitioners, vs. Com- 
missioner of Internal Revenue, Respondent. 
Transeript of the Record. Petition to Review a 
Decision of The Tax Court of the United States. 


Filed: February 11, 1958. 
Docketed: February 21, 1958. 


/s/ PAUL.P. OFSRIEIN 
Clerk of the United States Court of Appeals for 
the Ninth Circuit. 
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In The United States Court of Appeals 
For The Ninth Circuit 


No. 15898 


ARTHUR V. MORGAN and DOROTHY O. MOR- 
GAN, Petitioners On Review. 


Vv. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent On Review. 


STATEMENT OF POINTS 


Now comes Arthur V. Morgan and Dorothy O. 
Morgan, the petitioners herein, by their Attorney, 
Leonard B. Hankins, and hereby asserts the fol- 
lowing errors, which they intend to urge on review 
by the United States Court of Appeals for the 
Ninth Cireuit of the decision of the Tax Court of 
the United States in the above cause on October 17, 
1957. 


1. The Tax Court erred in that it held that 
amounts retained by the purchaser of an auto- 
mobile dealer’s deferred payment contracts and 
eredited to a reserve account on the books of the 
purchaser to be accruable income to the dealer in 
the year of sale of the contracts even though the 
: amounts of the reserve at the close of the year was 
not sufficient to allow the dealer to demand pay- 
ment of any part thereof. 


, 
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2. The Tax Court erred in entering its order 
and decision that there is a deficiency in petitioners 
income tax for the Calendar year 1950 in the 
amount of $4,076.40. 


3. The Tax Court erred in that its decisionms 
not supported by the evidence. 


4, The Tax Court erred in that its decisions 
contrary to the law. 


/s/ LEONARD B. HANKINS, 
Attorney for Petitioners on 
Review. 


Affidavit of Service by Mail Attached. 


[Endorsed]: Filed February 21, 1958. Paul P. 
O’Brien, Clerk. 


[Title of Court of Appeals and Cause. ] 


DESIGNATION OF CONTENTS OF 
RECORD ON REVIEW 


To the Clerk of the United States Court of Ap- 
peals for the Ninth Circuit: 


The following is a designation of the Contents 
of the Record in the above proceeding which is 
necessary and material to the Consideration of the 
review of the United States Tax Court Decision 


in this matter which is being appealed to your 
Court. 


1. Docket entries in this proceeding; 
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2. Permtion. 


3. Answer. 


4, Stipulation of Facts with Exhibits 1-A 
through 6-F' attached; 


5. Official Report of Proceedings before the U.S. 
Tax Court; 


6. Findings of Fact and Opinion of the U. 8S. 
Tax Court; 


7. Decision of the U. 8. Tax Court; 


8. Petition for Review of the U. S. Tax Court 
Decision ; 


9. Proof of Service of Petition for Review; 


10. Designation of Contents of Record on Re- 


/s/ LEONARD B. HANKINS, 
Attorney for Petitioners on 
Review. 


Affidavit of Service by Mail Attached. 


[Endorsed]: Filed February 21, 1958. Paul P. 
O’Brien, Clerk. 


